Partial Withdrawal of, and 10 a.m. must be received Wednesdg, Revenue Serviceincluding whether the

Amendment to, Notice of June 24, 1998. information will have practical utility;
P ; The accuracy of the estimated burden
Proposed RuIemakmg_, Notice ADDRESSES: Send submissions t05¢gqciated Withythe roposed collection of
of Proposed Rulemaking and CC:DOM:CORP:R (REG-209682-94), . prop
Notice of Public Hearing m 527 ' canformation (see below);
room 5226, Internal Revenue Service, oy the qualiy, utility, and clarity of

POB 7604, Ben Franklin Statiofash- the information to be collected may be en-
ington, DC 20044. Submissions may bggnced:

hand delivered between the hours of 8 How the burden of complying with the

REG-209682-94 a.m. and 5 p.m. to: CC:'?OM:CORPRproposed collection of information may
- (REG-209682-94), Cournits Desk, In- pe minimized, including through the ap-
AGENCY. Internal Revenue Service ternal Revenue Servickl11 Constitution piication of automated collection tec
(IRS),Treasuw. Avenue, NV, Washington, DC. niques or other forms of information tech-
. . . Alt ti Lt bmit .
ACTION: Partial withdrawal of notice of ernativey, axpayers may sum nology, and .
ronosed rulemaking. amendment o N comments electronically via the internet Estimates of capital or start-up cost and
prop g, amenamen’ ?Dy selecting the Tax Regs” option on the costs of operation, maintenance, and pur-
tice of proposed rulemaking; notice o - . o .
- ; .IRS Home Page, or by submittingneo chase of service to provide information.
proposed rulemaking and notice of public directl h . . ) . o .
hearing. ments directly to the IRS internet site at The collection of information in this
http://www.irs.ustreas.gov/prod/tax_regs/ proposed regulation is in §§1.743-1(b),
SUMMARY: This document withdraws comments.html. 1.743-1(k), and 1.755=1This informa-
a portion of the notice of proposed rule- The public hearing will be held in thetion is required in order for partners to
making published in thFederal Regis- IRSAuditorium, Internal Revenue Build- have adequate knowledge to comply with
ter, February 16, 1984 (4%.R. 5940); ing, 1111 ConstitutionAvenue NW,  section 743 and for the IRS to verify com-
contains proposed regulations relating t§ashington, DC. pliance with section 743. This informa-
i i ' tion will be used to determine whether the
the opt|on.al adjustments to 'the baS|s. OIEOR FURTHER INFORMTION CON-
partnership property following certamTACT_ Concerning the requlationgerri amount of tax has begn comp_uted cor-
transfers of partnership interests undef = 9 g ’ rectly. Responses to this collection of in-

section 743, the calculation of gain of&' Belange, (202) 622-3070; conceming tormation are mandatory for partnerships

loss under section 751(a) following the JPmissions and the hearing, LaNitgnat haye made an election under section
sale or exchange of a partnership intere‘;\{anDyke, (202) 622-7180 (not toll-free 754 and for which a section 743 transfer

Adjustments Following Sales of
Partnership Interests

the allocation of basis adjustmentsnumbers)' has been madeThe likely respondents
among partnership assets under secti®yppPLEMENARY INFORMATION: are businesses or otherrfprofit institu-
755, and the allocation of a partnes tions.

basis in its partnership interest to propePaperwork ReductivAct Estimated total annual recordkeeping bur-
ties distributed to the partner by the part- den under §1.743-1(b): 600,000 hours

nership under section 732(c); and, finall .Thde.ccilk:.ectlt?['n offmformat:jon Icon'kThe estimated annual burden per record-
amends proposed regulations relating tglneh mb 'S o 'Ee (')tt p(;otpotsrféfg;en;a keeper varies from hour to 300 hours,
the computation of a partnes propor- 9 as been submitied to ICe o depending on the individual circum-

tionate share of the adjusted basis of g&anagementand Budget for review in acstances, with an estimated averadeto

preciable property (or depreciable reai\ordance with the Paperwork Reductiopgyrs.

property) under section 1017The ¢t of 1995 (44 U.S.C. 3507(d)). Com-Estimated number of recordkeepers:
ents on the collection of information150,000

changes are necessary to provide cIeaﬂ% . g .
guidance on the the proper application of ould be sent to th@ffice of Manage- Estimated total annual reporting burden

these sections and wilffect partnerships MMt and Budget Attn: Desk @ficer for - under §1.743-1(k)(1): 225,000 hours

and partners where there are transfers flje Department of thTreasuy, Office of - The estimated annual burden per respo
partnership interests, distributions O(/r\gormatlon and RegulatgrAffairs, ~dentis estimated at an averag@ ours.
property, or elections under sections//@shington, DC 20503, with copies toEstimated number of respondents:
108(b)(5) or (c). In addition, the prO_thelnternal Revenue ServiceAttn: IRS 75,(_300

posed regulations under section 732(dfePOrts Clearance fiicer, T:FP, Wash- Estimated frequency of responses: On

reflect changes to the law made by th&'9ton, DC 20224.- Comments on the coloccasion.

Taxpayer RelieAct of 1997. lection of information should be receivedEstimated total annual reporting burden
by March 30, 1998. Comments arainder §1.743-1(k)(2): 75,000 hours
DATES Written comments must be re- specifically requested concerning: The estimated annual burden per respon-

ceived ly April 29, 1998. Outlines of top-  Whether the proposed collection of indent is estimated at an averagd dour.
ics to be discussed at the public hearinigrmation is necessary for the proper peiestimated number of respondents:
scheduled foWednesdg July 8, 1998, at formance of the functions ofghnternal 75,000
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Estimated frequency of responses: Opartnership property made under sectioregulations also provide that partnerships
occasion. 1017(b)(3)(C) is treated in the same mar(rather than partners) are required to make
An agency may not conduct or sponsoner as an adjustment to the basis of padnd report the basis adjustments under
and a person is not required to respond toership property made under section 743ection 743(b). Partnerships are required
a collection of information unless the col- Section 732(c) provides for the allocato adjust the transferee’s distributive share
lection of information displays a validtion of a partner’s basis in its partnershipf partnership tax items so that the infor-
OMB control number. interest upon certain distributions of propmation reported on the transferee’s
Books or records relating to a collecerty to the partner by the partnershipSchedule K-1 reflects the adjustments to
tion of information must be retained asSection 732(c) was amended by the Taxhe transferee’s distributive share of the
long as their contents may become matepayer Relief Act of 1997, Pub. L. No.partnership items affected by the basis ad-
ial in the administration of any internal105-34, 81061, 111 Stat. 788, 945—4fustment.
revenue law. Generally, tax returns an€fLl997). Under prior law, the allocation o _
tax return information are confidential, agvas made based on the adjusted basis [¢termining the Amount of the Basis
required by 26 U.S.C. 6103. the distributed property to the partnershif\djustment

immediately before the distribution.

Background Under the new law, the allocation is The amount of the basis adjustment

made, in general, based on the fair markg{ith respect to partnership property under
This document proposes to (a) revise N9 ' Section 743 is the difference between the

8§81.743-1 and 1.755-1 of the Incom%iltzeof;ig:reibglﬁsot:bﬁﬁg prrc?poesré)é (r): LT;%_ransferee’s share of the partnership’s in-
Tax Regulations (26 CFR part 1), (b)[i ' brop 9U%ide basis and the transferee’s outside

: ons amend the existing regulation . . X
withdraw 81.168-2(n) of the proposed In-under section 732 to reflect this change.%as's‘ The current regulations provide

come Tax Regulations published on Feb- that a partner’s share of the adjusted basis
ruary 16, 1984 (49 F.R. 5940), and (CExplanation of Provisions of partnership property is equal to the sum
amend 881.732-1, 1.732-2, 1.734-1, ) of the partner’s interest as a partner in
1.751-1 of the Income Tax Regulations® Section 743 partnership capital and surplus, plus the
and §1.1017-1 of the proposed INCOMK, saneral partner’s share of partnership liabilities.

Tax Regulations published January 7, ¢ o, election is in effect under section! N€ current regulations also provide that
1997 (62 F.R. 955). 754, section 743 requires the partnershl‘ﬁfhere section 704(c) applies to property
Section 743(b) provides for an optiona} adjust the basis of partnership proper ontributed to the partnership, section
adjustment to the basis of partnershiapon the transfer of an interest in the Ioar§04(c) is taken into account in determin-
property following certain transfers Ofnership by sale or exchange or on thidg a partner’s share of the adjusted basis
partnership interests. The Code provid€§eath of a partner. The partnership is r&f partnership property.
for basis adjustments in an attempt to CQquired to increase the adjusted basis of The current regulations do not provide,
ordinate the transferee’s tax consequencgsrnership property by the excess of thether than by example, specific guidance
and economic consequences. The amoypinsieree’s basis in the transferred parfn Now to determine a transferee partner's
of the basis adjustment is the diﬁerencgership interest over the transferee’s shagdare of the adjusted basis of partnership
between the transferee’s basis in the pagf the adjusted basis to the partnership &foperty. The proposed regulations pro-
nership interest (outside basis) and itghe partnership’s property. The partnervide that a transferee’s share of the ad-
share of the partnership’s basis in the parghip is also required to decrease the aliisted basis to the partnership of partner-
nership's assets (inside basis). Once thgsted basis of partnership property by thghip property is equal to the sum of the
amount of the basis adjustment is detegxcess of the transferee’s share of the affansferee’s interest as a partner in the
mined, it is allocated among the partnefysted basis to the partnership of partneRartnership’s previously taxed capital,
ship’s various assets pursuant to sectioghip property over the transferee’s basis iplus the transferee’s share of partnership
755. the transferred partnership interest. liabilities. The partner's share of the part-
The proposed regulations coordinate The proposed regulations address Bership’s previously taxed capital is deter-
sections 704(c), 743, 751, and 755, anflumber of issues raised in connectiomined by reference to a hypothetical
reflect changes in the Code and Incomgith the calculation, treatment, and retransaction in which (immediately after
Tax Regulations since the adoption oporting of basis adjustments under sectioiie transfer of the partnership interest) the
the current regulations. The proposed43. In particular, the proposed regulapartnership is assumed to have sold all of
regulations also provide rules concerningons (i) clarify the manner in which theits assets in a fully taxable transaction for
adjustments to the basis of partnershipartnership calculates a transferee’s ircash equal to the fair market value of the
property made pursuant to sectiomome, gain, loss, or deduction when thassets. The partner’s share of the partner-
1017(b)(3)(C). The proposed regulationgransferee has a basis adjustment undghip’s previously taxed capital is equal to
describe how to determine a partner’section 743 (including the recovery of(i) the amount of cash that the transferee
proportionate share of the adjusted basisegative basis adjustments) and (ii) coowould receive on liquidation of the part-
of depreciable property (or depreciablelinate sections 743 and 704(c) when pantership immediately following the hypo-
real property) under section 1017, anderships elect the remedial allocationhetical transaction, increased by (i) the
clarify that an adjustment to the basis ofmethod under §1.704-3(d). The proposeaimount of tax loss that would be allocated
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to the transferee from the hypotheticalvhen a transferee purchases a partnershiay be viewed as agreeing to shift, over
transaction, and decreased by (iii) thenterest from a partner that contributedime, a portion of the partnership’s basis
amount of tax gain that would be allo-section 704(c) property to the partnershipn its assets from the noncontributing
cated to the transferee from the hypothetFor example, assume that A contributepartner to the contributing partner. Part-
cal transaction. property with a fair market value of $100nership basis that was considered part of
and an adjusted tax basis of $10 to a pattie noncontributing partner’s share of the
nership for a fifty percent interest and Bpartnership’s basis at the time the adjust-
The basis adjustment under sectiofontributes $100 of cash for the remainment to basis was made will be trans-
743, like any other basis amount, is a refnd fifty percent interest. Inmediatelyferred to the contributing partner as the
erence used to calculate income, gaidfter the formation of the partnership, Asproperty is recovered on the partnership’s
loss, and deduction. However, generallghare of the partnership’s basis in the pafooks. In addition, a partnership that
the basis adjustment under section 743 Rership property is $10, while B's share isdopts the remedial allocation method
an adjustment with respect to the transb100. The contributed asset then appreakith respect to contributed property must
feree. No adjustment is made to the contes in value to $120, and A transfers itdepreciate or amortize the portion of the
mon basis of partnership property (i.e.€ntire interest to T for $110 while an eleceontributed property’s book basis that is
the partnership’s adjusted basis for th#on is in effect under section 754. T willattributable to section 704(c) built-in gain
property). Thus, for purposes of incomehave a basis adjustment of $100. The firsts though it is new property at the time of
deduction, gain, loss, and distribution, th&90 of the basis adjustment is attributableontribution. As a result, the Service and
transferee will have a special basis foio the section 704(c) built-in gain, whileTreasury believe that it is appropriate to
those partnership properties that are ade remaining $10 of the basis adjustmemioordinate the recovery periods of the
justed under section 743(b). The prois attributable to T's fifty percent share ofsection 704(c) built-in gain and the built-
posed regulations clarify the rules conthe $20 of post-contribution appreciatiorin gain portion of the basis adjustment
tained in the current regulations. in the contributed property. where the partnership uses the remedial
The basis adjustment under section 743 Despite the fact that a portion of theallocation method.
does not affect the partnership’s computdasis adjustment may be attributable to a Where a partnership adopts the reme-
tion of any item under section 703, angroperty’s section 704(c) built-in gain,dial allocation method, the proposed reg-
does not have any effect on the partnersection 704(c) and section 743 operate indations treat the portion of any basis ad-
capital accounts. Partnerships compui@ependently. Section 1.704-1(b)(2)(iv)justment that is attributable to section
their tax items at the partnership leve(g)(3) requires a partnership to recover04(c) built-in gain differently from the
under section 703 without regard to théhe value of section 704(c) property omest of the basis adjustment. Instead of
basis adjustments. Partnership level tathe books of the partnership over théreating the section 704(c) built-in gain
items (including any remedial allocationsproperty’s remaining useful life, deter-portion of the basis adjustment and the
under §1.704-3(d)) are then allocate¢hined with reference to the property’shasis adjustment in excess of such amount
among the partners, including the tranaiseful life in the hands of the contributingas newly acquired property, the section
feree, in accordance with section 704. Fpartner. At the same time, §1.168—2(n)(1J04(c) built-in gain portion of the basis
nally, the partnership adjusts the transsf the proposed Income Tax Regulationadjustment is recovered over the remain-
feree’s distributive share of partnershiprovides that the entire basis adjustmeimg cost recovery period for the section
tax items to reflect the transferee’s speciag recovered as though it is new propertyZ04(c) built-in gain. The recovery period
basis in the properties that give rise to thef. Sections 168(i)(7) and 197(f)(2). As dor the partner’s share of common basis
tax items. A transferee’s income, gain, ofesult, the book and tax items representontinues to be determined by reference
loss from the sale of partnership propertjng the section 704(c) built-in gain are reto the property’s useful life in the hands of
in which the transferee has a basis adjusiovered over different periods. the contributing partner, and the remain-
ment is equal to the transferee’s distribu- Although a portion of the basis adjusting basis adjustment in excess of the sec-
tive share of partnership income, gain, ofent may represent actual tax basis equ@bn 704(c) built-in gain portion of the
loss (including any remedial allocationso the amount of the section 704(c) builtbasis adjustment is recovered as if it were
under §1.704-3(d)) from the sale of then gain, the deductions attributable to th@ew property.
property adjusted to account for theyasjs adjustment cannot be allocated to If a partnership receives remedial allo-
amount of the transferee’s basis adjusthe noncontributing partner. The basis adations of income under §1.704—3(d) with
ment with respect to the property. justment does not, therefore, eliminateespect to an item of adjusted partnership
any book-tax disparities that result fronproperty, the partner does not offset the
ceiling rule problems relating to the seceost recovery deductions from the prop-
tion 704(c) property. Because the basisrty against the remedial allocations of in-
Section 704(c) is taken into account iradjustment only affects the transferee, theome. Rather, the partner will receive an
determining a transferee’s share of th8ervice and Treasury believe that it is apallocation of remedial income and a sepa-
partnership’s basis in the partnership’s agropriate for sections 704(c) and 743(b)ate cost recovery deduction. If a partner
sets. As a result, some or all of a trange operate independently. receives remedial allocations of deduc-
feree’s basis adjustment may be attribut- When a partnership adopts the remediéibns under 81.704-3(d) with respect to
able to section 704(c) built-in gain or losallocation method, however, the partneran item of partnership property that has a
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negative basis adjustment, the partngrartners other than the transferee. Undare other possible ways of accounting for
first adds the amount of the remedial allothis method, the recovery of the negativéhe recovery of negative basis adjust-
cation of deduction to any common basibasis adjustment may generate ordinaments that treat the basis adjustment as
deductions received from the propertyincome to the extent that it exceeds thpersonal to the transferee and, at the same
The partner then reduces the total amoutansferee’s share of the depreciation déime, do not interfere with the economic
of deductions from the property by theductions. The proposed regulations praagreement among the partners.

amount of the negative basis adjustmenide that, unless the partnership elects to )

recovered in that year. make a common basis adjustment, as dB&Porting and Returns

One result of this proposal is that thecribed below, the amount of the basis ad-
interests in a partnership will generally bgustment recovered in any year first de
fungible (i.e. the tax consequences thafreases the transferee’s distributive Shag%onsible for making the basis adjust-
stem from the purchase of a partnershipf the partnership’s deductions from th‘?"nents This mandate is repeated in the
interest do not vary with the identity ofadjusted item of property for that year. If1 | f the current requlations issued
the transferor), if (i) each partnership inin any year, a partnership does not alloo 9+ 29 © ) 9
terest has an identical right in capital andate to a transferee sufficient deductiond 0c POt sections 743 and 755. Not-
profits, and (i) each item of the partnerfrom the adjusted property to offset tha/ithstanding that partnerships are re-
ship’s section 704(c) property is subject tgecovery of the negative basis adjustmen(i]UIrEd to make and allocate basis adjust-
the remedial allocation method. The Setthen the transferee’s distributive share gpcntS Under the current regulations,
vice and Treasury request comments oihe deductions from other items of part_ra.nsferees are required to report the ba§|s
situations in which the fungibility of part- nership property is decreased. The trangdjustments.  Transferees accomplish this
nership interests may otherwise be aderee then recognizes income equal to tt%v attaching statements to their returns
commodated without significantly addingexcess of the amount of the negative basiact show how the section 743(b) adjust-
to the complexity of subchapter K. In adadjustment recovered in the year over tHa €1t Was determined and how the adjust-
dition, comments are requested concertransferee’s share of deductions from th1€"t Was allocated among the various
ing the application of the remedial allocaother items of property for the year. partngrsmp properties. No existing guid-
tion method to contributed property As an alternative, the proposed regulaa_mce indicates when (i.e., before or aftgr
where there are no distortions caused hjons also allow partnerships to elect tghe Schedule K-1) the effect of the basis
the ceiling rule at the time the property igollow the approach of the old propose@djustment to specific partnership items is
contributed to the partnership. regulations. If this election is made, thd® P& determined or who is required to
Recovery of Negative Basis AdiustmentsPa tnership treats the amount of the neg1ake and report the adjustments to the

y 9 ) tive basis adjustment as an item of built-i&rtnership items. _ _

Section 1.168-2(n)(2) of the proposedain, decreasing the total amount of de- The proposed regulations clarify that
Income Tax Regulations provides that ®reciation or amortization that the partPartnerships are required to make the
negative basis adjustment to depreciabrership may allocate for tax purposes2asis adjustments. In addition, the pro-
property is recovered over the property'dhis election would prevent the transfere80Sed regulations place the responsibility
remaining recovery period in the hands ofom ever recognizing income in situa{Or reporting basis adjustments on part-
the partnership (i.e., the adjustment madéons where the partnership did not alloD€rships. Partnerships report basis adjust-
to the common basis of the partnershipate to the transferee sufficient deprecidl€nts by attaching statements to their
property). The portion of the adjustmention to offset the negative basisPartnership returns when they acquire
that is recovered in any year is equal tedjustment. It should be noted, howeveknowledge of transfers subject to section
the product of (i) the amount of the dethat this election has no effect on the par43. In addition, partnerships are re-
crease to the item’s adjusted basis (deterers’ capital accounts, which continue téluired to adjust specific partnership items
mined as of the date of the transfer), mube adjusted to reflect the depreciation dp light of the basis adjustments. Conse-
tiplied by (ii) a fraction, the numerator ofamortization of the adjusted property aguently, amounts reported on the trans-
which is the portion of the adjusted basighough there was no basis adjustment fgree’s Schedule K-1 are adjusted
of the item recovered by the partnershighe property. Consequently, to the exterg@mounts.
in that year, and the denominator of whicthat the basis adjustment causes the Transferees are subject to an affirma-
is the adjusted basis of the item on thamount of the deductions allocated to théve obligation to notify partnerships of
date of transfer (determined prior to anyon-transferee partners for book purposdbeir basis in acquired partnership inter-
basis adjustments). to exceed the amount of tax depreciatiogsts. To accommodate partnership con-

Because the basis adjustment undewailable to be allocated to them by theerns about the reliability of the informa-
section 743 is personal to the transferepartnership, a book-tax disparity resultgéion provided, partnerships are entitled to
the primary method adopted by the profor the non-transferee partners. rely on the written representations of
posed regulations for recovering a nega- The Service and Treasury request contransferees concerning either the amount
tive basis adjustment provides that thenents concerning the recovery of negagpaid for the partnership interest or the
basis adjustment does not affect the contive basis adjustments under section 748ansferee’s basis in the partnership inter-
mon basis of partnership property an&pecifically, the Service and Treasury reest under section 1014 (unless clearly er-
does not affect the tax consequences gliest comments regarding whether them®neous).

The statutory language of section
743(b) indicates that partnerships are re-

1998-17 |.R.B. 23 April 27, 1998



B. Section 751 C. Section 755 nership properties to reduce the difference

] ) between the fair market value and the ad-
Section 751(a) provides that to the exinh General justed basis of partnership properties at

tent an amount realized on the sale or ex- The current regulations under sectiogy, partnership entity level rather than at
change of a partnership interest is attribu#55 contain a number of problems thaf,, partner level. This formulation of the
able to the transferor’s interest inprevent partnerships from allocating the ,q tails to take into account special allo-
unrealized receivables or inventory itemsection 743(b) basis adjustments to apPrezions or the varying treatment of differ-
of the partnership, the amount realized igriate assets. The proposed regulationgs, partners by virtue of the operation of
considered to be an amount realized froresolve these problems and implement ”Eeection 704(c) or the minimum gain
the sale or exchange of property othepurposes of section 743(b) by focusing 0B argehack. Therefore, basis adjustments
than a capital asset. Thus, the transfere items that the transferee partner woulgy| often be made to the wrong assets,
partner may recognize ordinary income ofeceive upon a fair market value sale ofynqsing the partners to tax consequences
loss on the sale or exchange of its partnell of the partnership’s assets. that may vary significantly from the part-
ship interest. Under the current section At the same time, the proposed regulg;ers economic consequences.

751 regulations, the amount of income ofions recognize that adjustments under pather than attempt to define a part-
loss realized by a partner on the sale gection 734 differ significantly from ad-pep share of the basis or fair market
exchange of an interest in section 75jystments under section 743. Specificallxyame of a specific partnership asset, the
property is equal to the difference beadjustments under section 743(b) are isoposed regulations focus on the actual
tween (i) the portion of the total amounfended to affect the transferee partngg, jiems that would be allocated to the
realized for the partnership interest alloonly. In contrast, adjustments under segiansteree in a fully taxable, fair market
cated to section 751 property, and (ii) th€0n 734 affect all of the partners. As g5)ye sale. Under the proposed regula-
portion of the transferor partner’s basis if€sult, the proposed regulations undef,ns partnerships are required to adjust
its partnership interest allocated to th€€Ction 755 contain two separaigyg pagis of partnership assets in a manner
property. Generally, the portion of the®gimes—one that applies to adjustmentsa; reflects the amount of income, gain,
total amount realized allocated to sectioHNder section 734, and another that apy; |oss that the transferee would recognize
751 property is determined by the sellePlies to adjustments under section 74% o of the partnership’s assets were sold

and purchaser in an arm’s length agredVhile the regime allocating adjustmentsy, e hypothetical transaction.
ment. The portion of the partner’s agynder section 743 focuses on the trans-

justed basis in the partnership interest aleree, the regime allocating adjustment$wo-way Adjustments

; der section 734 focuses on the differ-
Iocated.to the section 751 property equa%che between value and basis at the part-Under the current regulations, the part-
the basis that the property would have ha nership may not increase the basis of as-

under section 732 if the transferor partné?erSh'p entity level. sets that have a fair market value in ex-
had received its proportionate share of thgjjocating Adjustments under cess of basis and, at the same time,
property in a current distribution immedi-gection 743(b) decrease the basis of assets that have a
ately before the sale. basis in excess of fair market value.

The proposed regulations amend these The proposed regulations provide thafy, s if the section 743(b) adjustment is
rules for determining the transferor partallocations of basis adjustments undefqsitive the partnership may only in-
ner's gain or loss from the sale or exsection 743 among partnership assets &fase the basis of assets that have a basis
change of its interest in section 751 propnade based on the amount of iNCOM&y 4t is |ess than their fair market value.
erty. Rather than attempting to allocate @ain, or loss (including remedial alloca-rhjs restriction prevents the partnership
portion of the transferor partner’'s amountions under §1.704-3(d)) that the transgom adjusting the basis of its assets in a
realized and adjusted basis to the sectidaree would be allocated if, immediatelyyanner that coordinates a transferee’s tax
751 property, the proposed regulationafter the section 743(b) transfer, all of the,nsequences with its economic conse-
adopt a hypothetical sale approachpartnership’s assets were disposed of in(ﬁjences.

Thus, the income or loss realized by #llly taxable transaction at fair market 1,4 proposed regulations remove this
partner from section 751 property uporalue. By adopting this method, in SOMgagiriction. Instead, the amount of the
the sale or exchange of its interest is th@tuations the proposed regulations Wilkection 743 adjustment is viewed as a net
amount of income or loss that would€quire adjustments to be made that inggjysiment. This net amount is then allo-
have been allocated to the partner frofiféase the basis of some assets and d&jeq petween the partnership’s two

section 751 property (to the extent attribcrease the basis of others. classes of assets (capital gain property
utable to the partnership interest sold rypothetical sale and ordinary income property). The
exchanged) if the partnership had sold all amount of the adjustment allocated to or-

of its property in a fully taxable transac- The current regulations do not takelinary income property may be an in-

tion for fair market value immediately each partner’s interest in specific assetsease while the amount of the adjustment
prior to the partner’s transfer of the partinto account. The amount of the sectioallocated to capital gain property is a de-
nership interest. 743 adjustment is allocated among partrease. The amount of the adjustment al-
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located to each class is then allocate8il.704-3(d)) that would be allocated td. Section 1017
among the assets within each class. Thiee transferee from the hypothetical sale
amount of the adjustment allocated to onef the item, minus ; : !
item within the class may also be an in- (b) the product of (1) the total amount of@SiS reductions resulting from a tax-
crease even if the amount allocated to again or loss (including any remedial alloPaYer's exclusion of cancellation of in-

other item is a decrease. cations under §1.704-3(d)) that would pgebtedness income. In general, under

allocated to the transferee from the hypc§1'1017__1(f) Qf the proposed Income Tax
thetical sale of all items of capital gainiegulations, if a partner makes an elec-

The amount of the basis adjustment aRroperty, minus the amount of the pOSitiVéion undher section 108(b)(5) or sectiohq
located to the class of ordinary incomd&asis adjustment to all items of capital gaift08(): t egartner rE?y treat a partn;rs 'P
property is equal to the total amount of inProperty or plus the amount of the negativi!1e'est as depreciable property (or depre-

; ; ; ; .ciable real property) to the extent the part-
m i i i m basis adjustment to all items of capital alﬁI . .
come, gain, or loss (including any reme J b g nership correspondingly reduces the part-

dial allocations under §1.704-3(d)) thaProperty, multiplied by (2) a fraction, the _ | : :
would be allocated to the transfe(re)e) frorfumerator of which is the fair market valu ers proportionate share of the adjusted
asis of depreciable property (or depre-

the sale of all ordinary income property irPf the item of property to the partnershi Siable real property) held by the parter-

; ; h i f which is th
the hypothetical transaction. The amour@nd the denominator of which is the totaship_ These proposed regulations provide

of the basis adjustment to capital gaifir market value of all of the parmershlpSguidance regarding the determination of a

Section 1017 provides rules concerning

Allocation between Classes

i i tems of capital gain property. :
?r:gpt?;gisl,sazqﬂgtlrfegz t:r? dtgrtaslsgqtigl;n;ft pital gain property partngr’s proportlonate s.hare of the part-
- J ) . %:Ilocating Adjustments under nership’s basis in depreciable property (or
less (if) the amount O.f the .baS'S adJUStSection 734 depreciable real property) and the conse-
ment allocated to ordinary income; pro- quences of the basis reductions required

vided, however, that in no event may the As under the current regulations, th@nder sections 108 and 1017.
amount of any decrease in basis allocatgfioposed regulations provide that alloca- |n general, these proposed regulations
to Capltal ga|.n .property eX.Ceed the partions of section 734 adjustments amongrovide that a partner’s share of the part-
nerShlp,S basis in Capltal g.aln prpperty. "ﬂ)artnership assets are made based on “@'Ship’s basis in depreciab|e property (Or
the ev<_ent thqt a decrease in basis allocatg@fference between the value of the Propdepreciable real property) equals the sum
to Cap-lt,al galn- pr:operty- excee.ds the parbrty and the propel’ty’s basis. Where ther@f (a) the partner's section 743(b) basis
nership’s basis in capital gain propertyis a distribution of partnership propertyadjustment, if any, in the partnership
the_exce$3 IS applled to reduce the basis @sulting in an adjustment to the basis Qfems of depreciab]e property (or depre_
ordinary income property. undistributed partnership property undegiable real property) and (b) the common
section 734(b)(1)(B) or (b)(2)(B), the ad-hasis depreciation deductions (not includ-
justment must be allocated to remainingng remedial allocations of depreciation
The amount of the basis adjustment apartnership property of a character similainder §1.704-3(d)) that are reasonably
located to each item of property withinto that of the distributed property with reexpected to be allocated to the partner
the class of ordinary income propertyspect to which the adjustment arose. ver the partnership property’s remaining
equals: there is an increase in basis to be allocategdeful life. The amount of common basis
(a) the amount of income, gain, or losyithin a class of property, the increasglepreciation deductions that a partner
(including any remedial allocations undeimust be allocated first to properties withmay reasonably expect to be allocated
§1.704-3(d)) that would be allocated tginrealized appreciation in proportion taover the partnership property’s useful life
the transferee from the hypothetical saltheir respective amounts of unrealized aps based on all the facts and circumstances
of the item, minus preciation before such increase (but onljn effect at the time of the basis reduction.
(b) the product of (1) any decrease t0 the extent of each property’s unrealizeft is per se unreasonable, however, for the
the amount of the basis adjustment to ogappreciation). Any remaining increaseartnership to treat the same depreciation
dinary income property required becausgust be allocated among the propertiegeductions as “reasonably expected” by
the partnership did not have enough bastgithin the class in proportion to their fairmore than one partner. Thus, the amount
in capital gain property to reduce, multi-market values. If there is a decrease iof the partners’ total basis reductions
plied by (2) a fraction, the numerator obasis to be allocated within a class, thander sections 108(b)(5) and 108(c) can-
which is the fair market value of the itemdecrease must be allocated first to propenot exceed the partnership’s basis in de-
of property to the partnership and the ddies with unrealized depreciation in propreciable property (or depreciable real
nominator of which is the total fair marketportion to their respective amounts of unproperty).
value of all items of the partnership’s ortealized depreciation before such The proposed regulations further pro-
dinary income property. decrease (but only to the extent of eaclhide that any reduction to the basis of de-
The amount of the basis adjustment aproperty’s unrealized depreciation). Anypreciable property required under sections
located to each item of property withinremaining decrease must be allocatetl08 and 1017 constitutes an adjustment to
the class of capital gain property equals: among the properties within the class ithe basis of partnership property with re-
(a) the amount of income, gain, or losproportion to their adjusted bases (as adpect to the partner only. These adjust-
(including any remedial allocations undejusted under the preceding sentence). ments, therefore, are similar to the basis

Allocation within Classes
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adjustments required under sectioprior law, basis is allocated first to any (ii) an allocation of basis under section
743(b). Accordingly, the proposed regudistributed unrealized receivables and in#32(c) upon a liquidation of the partner-
lations provide that these adjustmentgentory items before it is allocated to anghip interest immediately after the trans-
have the same effect and are recovered ather distributed property. Basis is theffier of the interest would have resulted in a
the same manner as basis adjustments edlocated among the other distributedhift of basis from property not subject to
quired under section 743(b); providedproperties to the extent of each such prog allowance for depreciation, depletion,
however, that the election to treat the negrty’s adjusted basis to the partnershimr amortization, to property subject to
ative basis adjustment as an item of builtAny remaining basis adjustment, if an insuch an allowance, and
in gain (which decreases the amount afrease, is allocated among properties with (iii) a basis adjustment under section
depreciation or amortization that the partunrealized appreciation in proportion to/43(b) would change the basis to the
nership may allocate) is not applicabletheir respective amounts of unrealized agransferee partner of the property actually
Consequently, if a partner’s actual sharpreciation (to the extent of each propdistributed.
of the partnership’s common basis depreerty’s appreciation), and then in propor- The purpose of §1.732-1(d)(4) was to
ciation deductions in any year is less thation to their respective fair market valuesprevent distortions caused by section
the amount that was included in determini the remaining basis adjustment is a de#32(c) that might inflate the basis of de-
ing the partner’s proportionate share ofrease, it is allocated among propertiegreciable, depletable, or amortizable
the partnership’s common basis depreciavith unrealized depreciation in proportionproperty above its fair market value. At
tion deductions for that year, the partneto their respective amounts of unrealizethe time that the regulations were
will recognize income. depreciation (to the extent of each propadopted, such distortions might occur be-
erty’s depreciation), and then in proporcause section 732(c) allocated basis
tion to their respective adjusted basegmong distributed properties based on
(taking into account the adjustment altheir relative bases. The changes made to
ofeady made). The proposed regulatiorgection 732(c) by the Taxpayer Relief Act
ramend the current regulations to incorpcef 1997, Pub. L. No. 105-34, 81061, 111
Stat. 788, 945-46 (1997), make the dis-
tortions targeted by the regulations less

E. Section 732

In General

With some exceptions, partners gen
ally may receive distributions of partne _
ship property without recognition of gain'@te these changes to section 732(c).

loss. Rul i f i ; . .
or loss. Rules are provided for determinge i 732(q) likely to occur. As a result, the Service
ing the basis of the distributed property in nd Tr o t comments on th
the hands of the distributee. In the event Section 732(d) provides a special rulé easury request comments o N
roper scope of section 732(d), and

that multiple properties are distributed byhat applies to determine the basis dprope . .
a partnership, section 732(c) provides aproperty distributed to a transferee partnésrp ecifically, under what cwcumst_anc.es, i
location rules for determining their basesvho acquired any part of its partnershig " the Secretary should exercise Its au-
: . 9 : qt yp P . Qhonty to mandate the application of sec-
in the distributee partner’s hands. interest in a transfer when an eIectlorilIon 732(d) to a transferee
Section 732(c) was amended by thender section 754 was not in effect. '
Taxpayer Relief Act of 1997, Pub. L. No.When the special rule applies, the basis ¢froposed Effective Date
105-34, 81061, 111 Stat. 788, 945—4distributed property is adjusted immedi-
(1997). Under prior law, a partner’s basistely before the distribution to reflect the The regulations are proposed to be ef-
in its partnership interest was allocatethasis that the property would have had fective (i) for all transfers of partnership
among property distributed to the partnethe partnership had a section 754 electiditerests on and after the date the regula-
based on the distributed properties’ adin effect at the time the transferee aclions are published as final regulations in
justed bases. The rules allocated the paguired the partnership interest. As a rdhe Federal Register, (ii) for all distribu-
ner’s basis in its partnership interest firssult, the basis of the distributed propertyions from partnerships on and after the
to unrealized receivables and inventorjn the hands of the partnership immedidate the regulations are published as final
items in an amount equal to the partnemtely before the distribution more closelyegulations in the Federal Register, and
ship’s adjusted basis (or if the basis to bapproximates its fair market value. Contiii) for all elections under sections
allocated was less than the partnership&quently, the transferee’s basis in the did08(b)(5) and 108(c) made on or after the
basis, then in proportion to the partnertributed property will also more closelydate the regulations are published as final
ship’s basis). To the extent that there waapproximate its fair market value. regulations in the Federal Register.
any basis remaining to be allocated Section 1.732-1(d)(4) of the currentg
among distributed properties, the basisegulations requires transferees to apply
was allocated among the other propertigbe special basis rule in certain cases. It has been determined that this notice
in proportion to their adjusted bases to th8pecifically, transferees are required tof proposed rulemaking is not a signifi-
partnership. apply the special basis rule if at the time ofant regulatory action as defined in EO
Section 1061 of the Taxpayer Reliethe acquisition of the partnership interest—32866. Therefore, a regulatory assess-
Act of 1997, Pub. L. No. 105-34, § 1061, (i) the fair market value of all partner-ment is not required. An initial regulatory
111 Stat. 788, 945-46 (1997), revised thehip property (other than money) exdflexibility analysis has been prepared for
allocation rules for determining basis irceeded 110 percent of its adjusted basis tioe collection of information in this notice
the distributee partner’s hands. As undehe partnership, of proposed rulemaking under 5 U.S.C.

pecial Analyses
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603. A summary of the analysis is set After a partner conveys information tolobby more than 15 minutes before the
forth below under the heading “Summaryhe partnership concerning a transfer of kearing starts.
of Initial Regulatory Flexibility Analy- partnership interest, the partnership must The rules of 26 CFR 601.601(a)(3)
sis.” Pursuant to section 7805(f) of thedjust the partner’s interest in the basis @pply to the hearing. Persons that wish to
Internal Revenue Code, this notice of propartnership property. Because these bagigesent oral comments at the hearing must
posed rulemaking will be submitted to theadjustments will affect the partner’'s shareubmit written comments by April 29,
Chief Counsel for Advocacy of the Smallof depreciation or amortization deduc-1998, and submit an outline of the topics
Business Administration for comment ortions and amounts of gain or loss on th#® be discussed and the time to be devoted
its impact on small business. disposition of certain items of partnershigo each topic (signed original and eight
. .. property, the partnership must prepar) copies) by Wednesday, June 24, 1998.
Summary of Initial Regulatory Flexibility 504 maintain special entries on its books. A period of 10 minutes will be allotted
Analysis However, in many cases, partnership ree each person for making comments.
This initial analysis is prepared Iour_turns are prepared using com.putgr soft- An agenda shpwing the scheduling of
suant to the Regulatory Flexibility Act (5Vare that can prepare a.m.d. maintain thesee speakers will bg 'preparec_j after the
U.S.C. chapter 6). In general, the Ior0§pe0|al entries after the initial year. deadline for receiving outlines .has
posed regulations require a transferee that The IRS and Treasury Department arpas.sed. Copies of the agenda WI|| be
acquires an interest in a partnership witfot aware of any federal rules that magvailable free of charge at the hearing.

an election under section 754 in effect, fguPlicate, overlap, or conflict with the
notify the partnership of the transfer. Thi®roposed rule. ,
notification must include the name and AS @n alternative to the disclosure de- the principal authors of these proposed
taxpayer identification number of theScribed above, the Service and Treasupiqjations are Brian M. Blum and Terri
transferee and the transferee’s basis in tf@nsidered, but rejected, a rule that would “gejanger of the Office of the Assistant
acquired partnership interest. The parflave required the partners, and not thepief counsel (Passthroughs and Special
nership is required to include a statemef@rinerships, to make the basis reductiongqystries). However, personnel from
with its Form 1065, U.S. Partnership Re@Nd t0 determine the effects of the basiger offices of the Internal Revenue Ser-
turn of Income for the taxable year in2diustments on the partner's distributivg;ce and the Treasury Department partici-
which the partnership acquires knowledgehares. This alternative was rejected beyteq in their development.

of the transfer. This statement must iderf2Use the Service and Treasury believe _
tify the name and taxpayer identificatiorthat partnerships generally have better a&artial Withdrawal of Notice of Proposed

number of the transferee and the comp$&SS to the inforrr)atioq necessary to reporRulemaking

tation of the basis adjustment and the allze¢tion 743 basis adjustments properly. . ,

cation of that adjus'ément to partnershig © équire the partners rather than the Accordingly, under the authority of 26
properties. These requirements will enP@rtnerships to bear the burden of report)-S-C- 7805, 81.168-2(n) in the notice of
sure that the partnership has notice that'3d would require the partnerships to proProposed rulemaking published February
transfer has occurred and that the prop¥{d® the partners with significant amountg 6 1984 (49 F.R. 5940) is withdrawn.

basis adjustments are computed. THY information not otherwise needed by
legal basis for this requirement is conthe partners. There are no known alterna-

tained in sections 743(b), 6001, 7805(a)_tive rules that are less burdensome to th®oposed Amendments to the Regulations
There were approximately 1,494 oodrartnerships and their partners but that ac- _ _
partnerships in 1994. However. thes&omplish the purpose of the statute. The Accordingly, 26 CFR part 1 is pro-

proposed regulations apply only to partSeTvice and Treasury request commengPsed to be amended as follows:

Drafting Information

* * * * *

nerships that have made an election undgpncerning possible alternatives. PART 1—INCOME TAXES
section 754. The election under sectiopymments and Public Hearing o
754 is generally not made unless there has Paragraph 1. The authority citation for

been a transfer of a partnership interest or Before these proposed regulations angart 1 is amended by adding entries in nu-
a distribution by the partnership. More-adopted as final regulations, consideranerical order to read as follows:

over, the effects of the election attach ttion will be given to any written com-  Authority: 26 U.S.C. 7805 * * *

specific items of partnership property anagnents (a signed original and eight (8) Section 1.168-2 also issued under 26
may provide only temporary benefits forcopies) that are timely submitted to théJ).S.C. 168. * * *

the partners. The election also cannot H&S. All comments will be available for Section 1.732-1 also issued under 26
revoked without the consent of the Secrgublic inspection and copying. U.S.C. 732.

tary. Accordingly, the Service and Trea- A public hearing has been scheduled Section 1.732-2 also issued under 26
sury believe that most partnerships do ndor Wednesday, July 8, 1998, at 10 a.m. ib.S.C. 732.

make the election under section 754the IRS Auditorium of the Internal Rev- Section 1.734-1 also issued under 26
Therefore, most partnerships will not beenue Building. Because of access restri¢).S.C. 734.

affected by the proposed regulations itions, visitors will not be admitted be- Section 1.743-1 also issued under 26
any given year. yond the Internal Revenue BuildingU.S.C. 743.
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Section 1.751-1 also issued under 2éllocated first to distributed property withtherefore, has an adjusted basis in the inventory

U.S.C. 751. unrealized depreciation in proportion tdtems of $100. The remaining basis, $550, is allo-

Section 1.755-1 also issued under 26ach property’s respective amount of urgaed (© the distributed property first in an amount
equal to the property’s adjusted basis to the partner-

U.S.C. 755, ** * realized depreciation before any decreagﬁip. Thus, Asset X is allocated $50 and Asset Y is
Section 1.1017-1 also issued under 2fut only to the extent of each property’siiocated $100. Asset X is then allocated $350, the
U.S.C. 1017. *** unrealized depreciation). If the requirecmount of unrealized appreciation in Asset X. Fi-

Par. 2. Section 1.732-1 is amended hyecrease exceeds the amount of unreiﬂ"y1;h$ _femai”i”%bastisvtﬁ@r ]is_a"ocalt(e‘tj to IAssetS
. yoE s H H H an In _proporton to their tTair market values:
revising paragraphs (c), (d)(ll)(w),lzed depreC|at|0r_1 in the distributed propgmo to Assetpx ?400/500)(%0)’ and $10 to Asset Y
(d)(4)(iii) and the last sentence in paraerty, the excess is aIIoc_ated to the Q'Str'%‘loomoo x $50). Therefore, after the distribution, A
graph (d)(1)(v) and removing the undesuted property in proportion to the adjuste@as an adjusted basis of $440 in Asset X and $110 in
ignated text including the examples imbases of the distributed property, as acdksset Y.
mediately following paragraph (d)(4)(iii) justed pursuant to the immediately pre- Example 2.B is a one-fourth partner in partner-

. ; hip PRS and has an adjusted basis in its partnership

r follows: ceding sentence. S

to read as follows (ii) glncrease in basisAnv increase to interest of $200. PRS distributes Asset X and Asset
y Y to B in liquidation of its entire partnership inter-

§1h.732h_1 Basis of distributed property  the basis of distributed PrOPGVtY reqUi_re@st. Asset X has an adjusted basis to the partnership
other than money. under paragraph (c)(1)(ii) of this sectiorand fair market value of $150. Asset Y has an ad-
is allocated first to distributed propertyjusted basis to the partnership of $150 and a fair

(other than unrealized receivables an@arket value of $50. Neither of the assets consists

. . . . . . . of inventory items or unrealized receivables. Under
(c) Allocation of basis among proper-inventory items) with unrealized appreci- y

. L . . . , this paragraph (c), B’s basis is first assigned to the
ties distributed to a partner(1) General ation in proportion to each property’s rexistibuted property to the extent of the partnership’s
rule—(i) Unrealized receivables and in-spective amount of unrealized appreciagasis in each distributed property. Thus, Asset X
ventory items. The basis to be allocatedtion before any increase (but only to th@nd Asset Y are each assigned $150. Because the

to properties distributed {0 a partner undpxtent of each property's unrealized apajgregate adusted bass of the dsrtuted propery

! X . . - ; , exceeds the basis to be allocated, , a de-
section 732(a_)(2) or (b) is allocated f_|rspre((:jlatlﬁn). It th? r?quwedl_lnc;lrease e).(crease of $100 in the basis of the distributed prop-
.tO anY_Unreahzed recelwables (as defineeeeds the amount of unrealized appreéCigny is required. Assets X and Y have unrealized de-
in section 751(c)) and inventory items (agion in the distributed property, the excesgreciation of zero and $100, respectively. Thus, the
defined in section 751(d)(2)) in anis allocated to the distributed propertyntire decrease is allocated to Asset Y. After the dis-

amount equal to the adjusted basis of eafather than unrealized receivables or intibution, B has an adjusted basis of $150 in Asset X

such property to the partnership immediventory items) in prqpqrtion to the fairanclizf;?];ﬂeﬁ\;sgﬂ; partner in partnership PRS, re-
ately before the. distribution. If the basignarket Value, of the dlstrlbUted property. ceives a distribution in liquidation of its entire part-
to be allocated is less than the sum of the (3) Unrealized rece|_Vab|eS and inveN-ership interest of $6,000 cash, inventory items hav-
adjusted bases to the partnership of tHery items. If the basis to be allocateding an adjusted basis to the partnership of $6,000,
distributed unrealized receivables and indpon a distribution in liquidation of theand real property having an adjusted basis to the

ventory items, the adjusted basis of thBartner's entire interest in the pafmefShiﬁarmerts.higgoggg’oﬂ?' C’Shk;"’_‘stisfbi”t_its pa(;t”ersrg?
L ; ; : erest is $9,000. The cash distribution reduces C’s
distributed property must be decreased i§ greater than the adJUSted basis to ﬂlé%sis to $3,000, which is allocated entirely to the in-

the manner provided in paragrapff’art”.ersmp of the U”reé"z?d recelVable\ﬁentory items. The real property has a zero basis in

(©)(2)(i) of this section. and inventory items distributed to thec's hands. The partnership bases not carried over to
(i) Other distributed property.Any partner, and if there is no other propertg for the distributed properties are lost unless an

basis not allocated to unrealized receidistributed to which the excess can be aglection under section 754 is in effect requiring the

. . et ; rtnership to adjust the bases of remaining partner-
ables or inventory items under paragraplpcated, the distributee partner sustalnsgﬁip oroperties under section 734(b).

(c)(1)(i) of this section is allocated to anycapital loss under section 731(a)(2) to the g, e 4 Assume the same facts asixample
other property distributed to the partner i¢xtent of the unallocated basis of the partof this paragraph except C receives a distribution in
the same transaction by assigning to eafgrship interest. liquidation of its entire partnership interest of $1,000
distributed property an amount equal to the (4) Examples. The provisions of this cash and inventory items having a basis to the part-

. . araaraph (c) are illustrated by the fo|pership of $6,000. The cash distribution reduces C's
adIUSted basis of the property to the parfl grap ( ) y basis to $8,000, which can be allocated only to the

nership immediately before the distribulowing examples: extent of $6,000 to the inventory items. The remain-
tion. However, if the sum of the adjusted Example 1.Ais a one-fourth partner in partner- "9 $2,000 basis, not allocable to the distributed
bases to the partnership of such other dignip PRS and has an adjusted basis in its partnersRPPe": constitutes a capital loss to partner C under
tributed property does not equa| the basisterest of $650. PRS distributes inventory item§ectlon 731(a)(2). !f the election undgr section 754 is
to be allocated among the distributed prop’md Assets X and Y to A in liquidation of A's entire in effect, see section 734(b) for adjustment of the

’ . i fatri ; ; asis of undistributed partnership property.
erty, any increase or decrease requwed ?Srtnersmp interest. The distributed inventory itemt

) have a basis to the partnership of $100 and a fair . .
make the amounts equal is allocateg ket value of $200. Asset X has an adjusted basis (5) Effective date. This paragraph (c)

among the distributed property as provide@ the partnership of $50 and a value of $400. Assépplies to distributions of property from a
in paragraph (c)(2) of this section. Y has an adjusted basis to the partnership and valpartnership that occur on or after the date
(2) Adjustment to basis allocatien(i) ~©f $100. Neither Asset X nor Asset Y consists of infing| regulations are published in the Fed-

Decrease in basisAny decrease to the YenterY items or unrealized receivables. Under thig o pogister,
aragraph (c), As basis in its partnership interest iS

basis of distributed proper_ty rquirefgllocated first to the inventory items in an amount (d) ***
under paragraph (c)(1) of this section isqual to their adjusted basis to the partnership. A, (1) * **

* * * * *
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(v) * * * (For a shift of transferee’s (4) *** Par. 5. Section 1.743-1 is revised to
basis adjustment to like property, see (iii) A basis adjustment under sectiorread as follows:
§1.743-1(g).) 743(b) would change the basis to the ) ) i

(vi) The provisions of this paragraphtransferee partner of the property actuall§!-743-1 Optional adjustment to basis of
(d)(1) may be illustrated by the followingdistributed. partnership property.

example: % % % x (a) Generally. The basis of partnership

Example. (i) Transferee partner, T, purchased a . ) property is adjusted as a result of the
one-fourth interest in partnership PRS for $17,000. Par. 3. Section 1.732-2 is amended hyansfer of an interest in a partnership by
At the time T purchased the partnership interest, ti@dding a new sentence at the end of thgile or exchange or on the death of a part-
eIe(t:tion ;]J_nd_er se;:tionh75d4 wbas poi intr:affect tand t;E_xampIe in paragraph (b) to read as foler only if the election provided by sec-
parinership inventory had a basis 10 the partnershigyys: tion 754 (relating to optional adjustments
of $14,000 and a value of $16,000. T’'s purchase . . .
pric$e reflected $500 of this d;s%ference. Thus, $4,00§1 732—2 Special partnership basis of to the basis of partnership property) is in

' P p P ISOT " effect with respect to the partnership.

of the $17,000 paid by T for the partnership mteresaistributed property. Whether of not the election provided -

was attributable to T's share of partnership inventory

with a basis of $3,500. Within 2 years after T ac- * ok k% % section 754 is in effect, the basis of part-
qUired the partnership interest, T retired from the nershlp property |S not adjusted as the re-
partnership and received in liquidation of its entire (b) * ** sult of a contribution of property, includ-
partnership interest the following property: Example* * * See §1.743-1(g). ing money, to the partnership.
Assets v x x x x (b) Determination of adjustmentin
Adjusted Market the case of the transfer of an interest in a
BiSFLSStO Value Par. 4. In §1.734—1, paragraph (e) ipartnership, either by sale or exchange or
added to read as follows: as a result of the death of a partner, a part-
Cash $1,500 $1,500 nership that has an election under section
'A“"e”t“;(ry :iggg :j'ggg §1.734-1 Optional adjustment to basis 0f754 in effect—
Sse s , . . : . .
Asset Y $4.000 5000 Undistributed partnership property. (1) Increases the adjusted basis of part-
i _ _ e x % o % nership property by the excess of the
(i) The value of the inventory received by T was transferee’s basis for the transferred part-

gzs'f‘):s”g,;’fsah;e"i:c“s 2:‘ %':O%aerrtt”erfth.f.'r:‘éf:tgy (e) Recovery of adjustments to basis afership interest over the transferee’s share
Wi u y. Itisi i . . . . .
whether the inventory T received was on hand Wh%art_nerShIp property—(l) Ir_1creases_ In of the adJUSte_d basis to the partnershlp of
T acquired the interest. In accordance with T's elec2@S!S. For purposeS_Of section 168, if thehe partnership’s property; or

tion under section 732(d), the amount of T's share d9asis of a partnership’s recovery property (2) Decreases the adjusted basis of
partnership basis that is attributable to partnershifs increased as a result of the distributiopartnership property by the excess of the
inventory is increased by $500 (one-fourth of theyf property to a partner, then the increasagansferee’s share of the adjusted basis to
$2,000 difference between the value of the propertyyq i of the basis must be taken into aghe partnership of the partnership’s prop-
$16,000, and its $14,000 basis to the partnership at e , .
the time T purchased s interest). This adjustmerfOUNt @S if it were newly-purch_ased reerty over the transf_ere_e S basis for the
under section 732(d) applies only for purposes d3OVery property placed in service whenransferred partnership interest.

distributions to T, and not for purposes of partnerthe distribution occurs. Consequently, (c) Determination of transferee’s basis
ship depreciation, depletion, or gain or loss on disany applicable recovery period andn the transferred partnership interesin
position. Thus, the amount to be allocated amongethod may be used to determine the réhe case of the transfer of a partnership in-
:)he.pro.pert'es received by T in the liquidating distri oy allowance with respect to the interest by sale or exchange or as a result of
ution is $15,500 ($17,000, T's basis for the partner- . _ ,
ship interest, reduced by the amount of cash r&réased portion of the basis. However, riie death of a partner, the transferee’s
ceived, $1,500). This amount is allocated ag€hange is made for purposes of determimasis in the transferred partnership inter-
follows: The basis of the inventory items received isng the recovery allowance under sectiorst is determined under section 742. See

$4,000, consisting of the $3,500 common partneri 58 for the portion of the basis for whichalso section 752 and §81.752—1 through
ship basis, plus the basis adjustment of $500 whi ere is no increase 1.752—5.

T would have had under section 743(b). The re- . . S ,
maining basis of $11,500 ($15,500 minus $4,000) is (2) Decreases in basig-or purposes of (d) Determination of transferee’s share

allocated among the remaining property distribute&ECtion 168, if the basis of a partnership’ef the adjusted basis to the partnership of
to T by assigning to each property the adjusted bast@covery property is decreased as a restite partnership’s property-(1) Gener-
to the partnership of such property and adjusting thejf the distribution of property to a partnerally. A transferee’s share of the adjusted

basis py any required increase or decrease. Thysan the decrease in basis must be aBasis to the partnership of partnership
the adjusted basis to T of Asset X is $5,111 ($2,000

ini roperty i I h m of the trans-
the adjusted basis of Asset X to the partnership, leFsou_ntEd for over the rema_unmg re_cover)p OpP: ty s equal to the su . of the trans
$2,000, the amount of unrealized appreciation iR€0d Of the property beginning with theferee’s interest as a partner in the partner-

Asset X, plus $1,111 ($4,000/9000 multiplied byrecovery period in which the basis is deship’s previously taxed capital, plus the
$2,500). Similarly, the adjusted basis of Asset Y tgreased. transferee’s share of partnership liabili-
This $6,389 (§4,00|0, the adiustid basis of Asset Y 1o (3) Effective date. This paragraph (e) ties. Generally, a transferge’s intergst asa
itzzdpa:gs:zclgt?ouns ?nl'ios%ett eYa”;‘l’L‘gt °£1”gr§;"5pplies to distributions of property from apartner in the partnership’s previously
($5,000/$9,000 multiplied by $2,500). __Partnership that occur on or after the daf@xed capital is equal to—
’ ’ ' final regulations are published in the Fed- (i) The amount of cash that the trans-
ook k&% eral Register. feree would receive on a liquidation of the
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partnership following the hypothetical Liabilities and Capital the gifted partnership interest. The provi-
transaction, as defined in paragraph (d)(2) Adjusted Market  sjons of this paragraph (f) may be illus-

of this section; increased by o per books value  trated by the following example:
(i) The amount of tax loss (including é‘ab_'““les $10,000 $10,000 Example) A, B, and C | ershin PRS

. . _ap|ta: Xample.(l , b, an orm partnersnip .
any remedial allocations under §1.704 15,000 22,000 A and B each contribute $1,000 cash and C con-
3(d)) that would be allOFated to the'trans' B 15,000 22,000 tributes land with a basis and value of $1,000.
feree from the hypothetical transaction, as c 15,000 22,000 When the land has appreciated in value to $1,300, A
defined in paragraph (d)(2) of this sec- Total $55,000 $76,000 sells its interest to T1 for $1,100 (one-third of
tion; and decreased by $3,300, the value of the partnership property). An

L . (i) The amount of the basis adjustment undeglection under section 754 is in effect; therefore, T1
(”') The amount of tax gain ('nCIUdmg section 743(b) is the difference between the basis ghs a basis adjustment of $100.

any remedial allocations under 81.704s interest in the partnership and T's share of the (jiy After the land has further appreciated in value
3(d)) that would be allocated to the transadjusted basis to the partnership of the partnershigg $1,600, T1 sells its interest to T2 for $1,200 (one-
feree from the hypothetical transaction, a/oPerty. Under section 742, th‘? basis of T's interesird of $3,600, the value of the partnership property).
defined in paragraph (d)(2) of this section’s $25,333 (the cash paid for As interest, $22,00052 has a basis adjustment of $200. This amount is

? . ; plus $3,333, T's share of partnership liabilities). T'jetermined without regard to any basis adjustment
(2) Hypothetical transaction defmed',inte“?St in the partnership’s previously taxed capitahat T1 may have had in the partnership assets.
For purposes of paragraph (d)(1) of this $15,000 ($22,000, the amount of cash T would re- (jiiy During the following year, T2 makes a gift to
section, the hypothetical transaction mearsive if PRS liquidated immediately after the hypo-T3 of fifty percent of T2's interest in PRS. At the
the disposition by the partnership of all ofhetical transaction, decreased by $7,000, thme of the transfer, T2 has a $200 basis adjustment.

the partnership's assets, immediately aft@mount of tax gain allocated to T from the hypothetrs is treated as transferring $100 of the basis adjust-

o Ical transaction). T's share of the adjusted basis igent to T3 with the gift of the partnership interest.
the transfer of the partnership interest, in @ partnership of the partnership's property is

fully taxable transaction for cash equal t®18,333 ($15,000 share of previously taxed capital, (g) Distributions—(1) Distribution of
the fair market value of the assets. For extus $3,333 share of the partnership’s I'ab'“t'es)adjusted property to the transferei)

; ; inTThe amount of the basis adjustment to partnershi . . . .
ample, if the partnership properly main- : P {_lroordmatlon with section 732f a part-

. . operty therefore, is $7,000, the difference betwee e
tains capital accounts under the rules (@{25,333 and $18,333, nership distributes property to a transferee

§1.704-1(b)(2)(iv), the transferee’s interest gyample 2 A, B, and C form partnership PRS, toand the transferee has a basis adjustment

as a partner in the partnership’s previouskyhich A contributes land worth $1,000 (Asset 1) withfor the property, the basis adjustment is

taxed capital is equal to— an adjusted basis to A of $400, and B and C each ¢ “ken into account under section 732. See
(i) The transferee’s capital account aglribute $1,000 cash. Each partner has $1,000 creditrg 732-2(b).

. . ..+ toiton the books of the partnership as its capital cor®=" | / . . .
justed E)[)the hypothetical transaction; ing ion " The partners share in profits equally. Dur- (ii) Coordination with section 734For
creasea by

° _ _ ing the partnership’s first taxable year, Asset 1 appreertain adjustments to the common basis
(i) The amount of tax loss (including ciates in value to $1,300. Asells its one-third intereghf remaining partnership property after

) oot ot be aloatod 1o e raainder Secton 754 n ffect. The amount of ax gog. Cistribution of adjusted property to a
3(d)) that would be allocated to the trans! : fransferee, see §1.734-2(b).

. . _that would be allocated to T from the hypothetical e O ]
ferg% from thg Qypmhetlcal transactiony . \action is $700 (8600 section 704(c) built-in gain, (2) Distribution of adjusted property to
ana decreaseda ny

o ~ plus one-third of the additional gain). Thus, T's interanother partner—(i) Coordination with
(iii) The amount of tax gain (including est in the partnership’s previously taxed capital isection 732.If a partner receives a distri-

any remedial allocations under$400 ($1,100, the amount of cash T would receive F;ution of property with respect to which

1.704-3(d)) that would be allocated t&RS liquidated immediately after the hypothetical . .
t§he transf((erc)e)e from the hypothetical tran iransaction, decreased by $700, T's share of gain frof1Other partner has a basis adjustment,

’ She hypothetical transaction). The amount of T'4he distributee does not take the basis ad-
action.

. . basis adjustment to partnership property is $700 (tjestment into account under section 732.
(3) Examples. The provisions of this excess of $1,100, T's cost basis for its interest, over (i) Reallocation of basisA transferee

paragraph (d) are illustrated by the fol$400, T's share of the adjusted basis to the partnersr\lmth a basis adjustment in property that is

lowing examples: of partnetship propefty). distributed to another partner reallocates
Example 1(j) Ais a member of partnership PRS  (€) Allocation of basis adjustmentor the basis adjustment among the remaining
in which the partners have equal interests in capitthe allocation of the basis adjustmenitems of partnership property pursuant to
and profits. The partnership has made an electiqinder this section among the individuag1.755-1(c).
“m”edn‘i't(ffﬁg‘z;;gtf Legit:]’;?s;?ptg‘:ogg:'tgni Sagjlgsi'i“tems of partnership property, see section (3) Distributions in complete liquida-
interest to T for $22,000. The balance sheet of tr'1255 and the regulations thereunder. tion o_f a partne.r’s mtere_stlf a transferee
partnership at the date of sale shows the following:  (f) Subsequent transfersWhere there receives a distribution of property
has been more than one transfer of a pafwhether or not the transferee has a basis
Assets nership interest, a transferee’s basis addjustment in such property) in liquida-
Adjusted  Market stment is determined without regard tdion of its interest in the partnership, the

Basis Value any prior transferee’s basis adjustmenadjusted basis to the partnership of the
Cash ...... IR $5000 35,00, the case of a gift of an interest in a partlistributed property immediately before
Accounts receivable . ... 10,000 10,000 . . L . . s
Inventory 20000  21.000n€rship, the donor is treated as transfethe distribution includes the transferee’s
Depreciable assets . . . . . . 20000 40000 fiNg, and the donee as receiving, that pobasis adjustment for the property in which
Total .............. $55,000  $76,000tion of the basis adjustment attributable tthe transferee relinquished an interest (ei-
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ther because it remained in the partner- (i) Assume that PRS distributes Asset 2 to Tin  (2) Section 351 transactions(i) Basis
ship or was distributed to another partPartial liquidation of T's interest in the partnershipjn transferred property.A corporation’s

. . . T has a basis adjustment of $666.67 in Asset 2. . L
ner). Any basis adjustment to property i Under paragraph (g)(1)(i) of this section, T takes thgldjusted tax basis in property transferred

which the transferee is deemed to relinsagis adjustment into account under section 7330 the corporation by a partnership in a
quish its interest is reallocated among thenerefore, T will have a basis in Asset 2 oftransaction described in section 351 is de-
properties distributed to the transfere&4,666.67 following the distribution. termined with reference to any basis ad-
under §1.755-1(c). (lv) Assume instead that PRS distributes Asset 3,syment to the property under section

L . . to C in complete liquidation of C’s interest in PRS: . .
(4) Coordination with other provisions. T has a basis adjustment of $3,333.33 in Asset Z43(b) (other than any basis adjustment

The rules of sections 704(c)(1)(B), 731ynder paragraph (g)(2)(i) of this section, C does ndhat reduces a partner’s gain under para-
737, and 751 apply before the rules of thigke T's basis adjustment into account under sectiqgraph (h)(2)(ii) of this section).

paragraph (g). 732. T_herefore, the part_nership‘s basis for purposes (i) Partnership gain. The amount of
(5) Example. The provisions of this of sections 732 and 734 is $3,000. Under paragra;ahin, if any, recognized by the partnership

(9)(2)(ii) of this section, T's $3,333.33 basis adjust-

paragraph (g) are illustrated by the folclnl ocated among the remaining partnershn @ transfer of property by the partner-

lowing example: assets under §1.755-1(c). ship to a corporation in a transfer de-
- . Assume instead that PRS distributes Asset i i i i i ith-

Example. (i) A, B, and C are equal partners Mo ‘(I'V)in colranIetIe liquidation of its ilnt(;r:st in PRS Scribed in section 351 is d-etem-"ned with
partnership PRS. Each partner originally con: ‘out reference to any basis adjustment to

tributed $10,000 in cash, and PRS used the contribEl;anIer paragraph (9)(3) of this section, 'mmed'atelifhe transferred property under section

i t h f d bl ital rior to the distribution of Asset 5 to T, PRS mus o
;:;SS ho pure I_asbe_l_t!ve an;t ep}rema N cas:qaé’asbsel djust the basis of Asset 5. Therefore, immediatelf43(0). The amount of gain, if any, rec-
as no flabliiues.  Alter live years, FRS'S bal, o 15 the distribution, PRS’s basis in Asset 5 iognized by the partnership on the transfer

ance sheet appears as follows: P . . .
PP " equal to $6,000, which is the sum of (A) $3,000that is allocated to a partner with a basis

PRS'’s common basis in Asset 5, plus (B) $3,333.33, 4; ; ;
™ s TSP e A 8 S et n e tnsterd provry
Basis value the sum of T's basis adjustments in Assets 2 and @ J ) p
For purposes of sections 732 and 734, thereforfStment in the transferred property.
Assetl ............. $10,000 $10,000pRs will be treated as having a basis in Asset 5 (i) Basis in stock.The partnership’s
ﬁzzzg B 2:888 g”ggg equal to $6,000. adjusted tax basis in stock received from a
Assetd . ... 7,000 4000 (h) Contributions of adjusted pro- corporation in atrgnsfer dgscnbed in sec-
AsTset5 ............. 3000 13000 nepy (1) Section 721(a) transactions.fion 351 is dete_:rmlned vylthout reference
ol $30,000 $39.000 ¢ i a transaction described in sectiof® the basis adjustment in property trans-
Capital 721(a), a partnership (the upper tier) corferred to the corporation in the seguon
Adjusted Market tributes to another partnership (the Iowe_?’51 exchgnge. A partner with a basis ad-
per books Value tier) property with respect to which a basid!Stment in property transferred to the
PartnerA ........... $10,000 $13,000adjustment has been made, the basis dRrPoration, however, has a special basis
PartnerB ........... 10,000 13,000justment is treated as contributed to th@diustment in the stock received by the
PartnerC ........... 10000 13,000 |ower tier, regardless of whether the lowePartnership in the section 351 exchan_ge in
Total ... $30,000 $39,000 4. partnership makes a section 754 ele@ amount equal to the partner’s basis ad-

(i) Asells its interest to T for $13,000 when PRstion.  The lower tier's basis in the conJustment in the transferred property, re-
has an election in effect under section 754. T raributed assets and the upper tier’s basis gyced by any basis adjustment that re-
ceives a basis adjustment in the partnership properi o partnership interest received in thguced the partner’s gain under paragraph

that is equal to $3,000 (the excess of T's basis in tqge . . . 2)(ii) of this section.
partnership interest, $13,000, over T's share of th ansaction are determined with referenC@)( )( )

adjusted basis to the partnership of partnership prof® the basis adjustment. However, that (i) [Reserved].

erty, $10,000). The basis adjustment is allocategortion of the basis of the upper tier’s in- () Effect of bQ.SiS adeStmem(l) |_n
under section 755, and the partnership’s balanqerest in the lower tier attributable to the&deneral.The basis adjustment constitutes

sheet appears as follows: basis adjustment must be segregated affl adjustment to the basis of partnership
Assets allocated solely to the transferee partndtroperty with respect to the transferee

Adjusted Market ~ Basis  for whom the basis adjustment was mad@nly. No adjustment is made to the com-

Basis  Value Adjustment Similarly, that portion of the lower tier's mon basis of partnership property. Thus,

Assetl . ... $10,000 $10000 $ o.oobasis in its assets attributable to the badigr purposes of income, deduction, gain,

Asset2 ...... 4,000 6,000 666.67 adjustment must be segregated and all®ss, and distribution, the transferee will

Asset3...... 6,000 6,000 0.00 cated solely to the upper tier and the tran§ave a special basis for those partnership

Assetd ... 7,000 4,000 (1,000.00) feree, A partner with a basis adjustment iproperties the bases of which are adjusted

AssetS ... 3000 _13.000 ~_3,333.33 property held by a partnership that termiunder section 743(b) and this section.
Total ...... $30,000  $39,000  $3,000.00

nates under section 708(b)(1)(B) will conThe adjustment to the basis of partnership

Capital tinue to have the same basis adjustmeptoperty under section 743 has no effect

Adjusted  Market  Special with respect to property deemed conen the partnership’s computation of any
perbooks  Value  Basis i ted by the terminated partnership titem under section 703.

EZ;Q::; """ $18’888 $11§‘888 $3‘000the new partnership under 81.708— (2) Computation of partner’s distribu-
Partner C .. 10.000 _13.000 o  1(b)(1)(iv), regardless of whether the newiive share of partnership item3he part-
Total ....... $30,000  $39,000 $3,000 partnership makes a section 754 electionnership first computes its items of in-
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come, deduction, gain, or loss at the partrarket value of $100 and an adjusted tax basis phade for purposes of determining the re-
nership level under section 703. The parf>0- B contributes $100 cash. PRS will use the trgsoyery allowance under section 168 for
nership then allocates the partnershig)'“o”.aI allocation method under 81.704-3(b). Ay orion of the basis for which there is
. . . ells its interest to T for $100. PRS has an election

items among the partners, including the, effect to adjust the basis of partnership propertlO increase.

transferee, in accordance with sectiotnder section 754. Therefore, T receives a $50 basis (2) Remedial allocation methodlf a
704, and adjusts the partners’ capital a@djustment that, under section 755, is allocated foartnership elects to use the remedial allo-
counts accordingly. The partnership theWoi(;‘é"}iig;Ziai')eepriol‘]fsrrgéopii éhreeréoser:';etshtzation method described in §1.704-3(d)
adjusts. the transferee’s d|§tr!butlve sha@ook I(F))ss of $1§ ar'?d aytax gain of $40. Tsvi“ re_wth respect to an item of the partngr-
of the items of partnership income, dezejve an allocation of the entire $40 of tax gairSHIP'S recovery property, then the portion
duction, gain, or loss, in accordance witlinder the principles of section 704(c). Because Of any increase in the basis of the item of
paragraphs (j)(3) and (4) of this sectionhas a $50 basis adjustment in the property, T recoghe partnership’s recovery property under
to reflect the effects of the transferee’@izeir";1 $10 loss from the partnership's sale of theaction 743(b) that is attributable to sec-
basis adJUStm(.ant o the prOpertY that s tHé IFE)xar)T/\ple 3.Aand B form equal partnership PRS.tlon 704(0_) l_)UIlt-In gain Is recqvered over
source of the item of partnership iNCOMesrs il make allocations under section 704(cjhe remaining recovery period for the
deduction, gain, or loss. These adjustsing the remedial allocation method described ipartnership’s excess book basis in the
ments to the transferee’s distributives1.704-3(d). Acontributes property with a fair marproperty as determined in the final sen-

shares do not affect the transferee’s Ca[ﬁet value of $100 and an adjusted tax basis of $150, o §1.704-3(d)(2). Any remaining
tal account B contributes $100 cash. A sells its partnership in- i f the basis i . d
’ terest to T for $100. PRS has an election in effect gortion o € basis Incréase Is recovere

(3) EffeCt of b_aSIS adIUStment in d?terédjust the basis of partnership property under settnder paragraph (j)(4)(i)(B}{ of this
mining items of income, gain, or les$i)  tion 754. T receives a negative $50 basis adjustmesection.
In general. The amount of a transferee’sthat, under section 755, is allocated to the property. (C) Examples. The provisions of this
ncore, gain,or 05 o te sale ot = erti er Sl 0 gy f 1 haragrapn (a0 are st by the
Chan?e of ?] partnsrshlp ‘?SEt n Wh.ICh ﬂ!go tax loss. The book gain will be allocateaJCOIIOWIng examples:
transteree has a ,aSIS adjustment is eqléaljally between the partners. The entire $30 tax Example 1.(i) A, B, and C are equal partners in
to the transferee’s share of the partnefoss will be allocated to T under the principles of ple = A B, qua p

. . . . .partnership PRS, which owns Asset 1, an item of de-
Shlp S gain or loss from the sale of theection 704(c). To match its $10 share of book ga:'ﬁ’reciable property that has a fair market value in ex-

asset (including any remedial allocation§ will be allocated $10 of remedial gain and T will . (" "o adjusted tax basis. C sells its interest in
of gain or loss under §1.704-3(d)), minu&® allocated an offsetting $10 of remedial loss. ‘Lo 1\ hile PRS has an election in effect under

, ... was allocated a total of $40 of tax loss with respect . ) .
the .amo.unt of the transferee’s pps|t|v¢0 the property. Because T has a negative $50 bailesctlon 754. PRS, therefore, increases the basis of
basis adjustment for the partnership assgijustment to the property, T recognizes a $10 gamsset 1 with respect to T.

. L o (if) Assume that in the year following the transfer
(determined by taking into account the refrom the partnership's sale of the property. of the partnership interest to T, T's distributive share

covery of the basis adjustment under para- , ) ) of the o : o i
) ’ _ . ( partnership’s common basis depreciation de
graph (j)(4)()(B) of this section) or plus (4) Effect of basis adjustment in deterductions from Asset 1 is $1,000. Also assume that,

the amount of the transferee’s negativB'NiNg items of deduction(i) In- 40 paragraph (j)(4)(i)(B) of this section, the

basis adjustment for the partnership asseieases—(A) Additional deduction.The  amount of the basis adjustment that T recovers dur-

(determined by taking into the account th@mount of any positive basis adjustmeniig the year is $500. The total amount of deprecia-
- . at is recovered by the transferee in arfipn deductions from Asset 1 reported by T is equal

recovery of the basis adjustment undetPear is added to th)é transferee’s distribdg)$1'5°°-

paragraph (j)(4)(ii)(B) of this section). Y

tive share of the partnership’s deprecias Example 2. (i) A and B form equal partnership
(i) Examples.The following examples P P Pre€Cl3sps A contributes property with an adjusted basis

illustrate the principles of this paragrapﬁion or amortization deductions for theyt $100,000 and a fair market value of $500,000. B

()(3): year. The basis adjustment is adjustegntributes $500,000 cash. When PRS is formed,
under section 1016(a)(2) to reflect the rethe property has five years remaining in its recovery
Example 1 Aand B form equal partnership PRS.covery of the basis adjustment. period. The partnership’s adjusted basis of $100,000

A onrutes nondprece prpery wh & 8 (3) Recovery period-(1) In general, 1 herelor, b ecowred o b e s
market value o and an adjusted tax basis g . . . .
$100. PRS will use the traditional allocation methogxCept as provided in paragraph 0)(4)(I)'e|eCtS to use the remedial allocation method under

under §1.704-3(b). B contributes $50 cash. A selfB)(2) of this section, for purposes of secs1.704-3(d) with respect to the property. If PRS
its interest to T for $50. PRS has an election in etion 168, if the basis of a partnership’s rekad purchased the property at the time of the part-
fect to adjust the basis of partnership property undgfovery property is increased as a result @rship's formation, the basis of the property would
sectitotr;1 7t54. c‘jl'recei\t/_es 35r15egativ”e $5t0 c?(;\sitshadju%e transfer of a partnership interest, the 438 gggréfrgggt\i/;:e;jozzlct;rbiiIilt.?nYe;L r\)l\tzlrllot(rj].erzhe
quepr:eci:bylgnprirpseerfy.lonPRS ’tll15ei ggﬁseth; prspr:;g]e increased pf)r_t'on of the basis is takefgre, ibe amortized under §1.704—3(g|) over é 10 year
for $60. PRS recognizes a book gain of $10 andIRt0 account as if it were newly-purchase@eriod beginning at the time of the partnership’s for-
tax loss of $40. T will receive an allocation of $40recovery property placed in service whemation.
of tax loss under the principles of section 704(clthe transfer occurs. Consequently, any (i) Except for the depreciation deductions, PRS’s
ondepreciable praperty, T recognizes a $10 gaiibPlicable recovery period and metho@SEe FE B ICOREI SR RS O
from thF:e partnersﬁlipps se??e of the groperty. ’ may be us_ed to determine the recovery qtg_vfo)r/med. After two ygars, As sr)llare of thr:a adjustecri)
Example 2.A and B form equal partnership PRS./owance with respect to the increased pOfsis of partnership property is $120,000, while B's
A contributes nondepreciable property with a faition of the basis. However, no change is $440,000:
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Capital Accounts

A B
Book Tax Book Tax
Initial Contribution $500,000 $100,000 $500,000 $500,000
Depreciation Year 1 (30,000) (30,000) (20,000)
Remedial 10.000 (10,000)
470,000 110,000 470,000 470,000

Depreciation Year 2 (30,000) (30,000) (20,000)
Remedial 10,000 (10,000)

$440,000 $120,000 $440,000 $440,000

(i) A sells its interest in PRS to T for its fair tion has no effect on the depreciation oof $100,000 and a fair market value of $50,000. B
market value of $440,000. A valid election undeizmortization of the property on the book$§ontributes $50,000 cash. When PRS is formed, the
section 754 is in effect with respect to the sale of th . . operty has five years remaining in its recovery pe-
partnership interest. Accordingly, PRS makes an a§—f the pe_lrtnersh!p. The partnership mu‘ﬁcr)d. The partnership’s adjusted basis of $100,000
justment, pursuant to section 743(b), to increase ttma_-ke this election on t_he statement gy, therefore, be recovered over the five years re-
basis of partnership property. Under section 743(bfjuired to be attached to its return pursuastaining in the property’s recovery period. PRS uses
the amount of the basis adjustment is equal tto paragraph (k) of this section for thehe traditional allocation method under §1.704-3(b)
$320,000. Under section 755, the entire basis agrear that the adjustment is made to thith respect to the property. As a result, B will re-
justment is allocated to the property. item of property. ceive $5,000 of depreciation deductions from the

(iv) At the time of the transfer, $320,000 of sec- (B) Recovery period.For purposes of property in each of years 1-5, and A, as the con-
tion 704(c) built-in gain from the property was still Very perod. purp tributing partner, will receive $15,000 of deprecia-

reflected on the partnership's books, and all of th8€Ction 168, if the basis of an item of @on deductions in each of these years.

basis adjustment is attributable to section 704(dpartnership’s recovery property is de- (i) Except for the depreciation deductions,
built-in gain. Therefore, the basis adjustment will bereased as the result of the transfer of &IRS's expenses equal its income in each of the first
recovered over the remaining recovery period fopyterest in the partnership then the gdwo years commencing with the year the partnership

i ilt-i i — . . . Is formed. After two years, A's share of the adjusted
the section 704(c) built-in gain under §1.704-3(d). crease is recovered over the remainingyqg of bertnership groperty s 70,000, WhiIeJB’s <

(i) Decreases-(A) Effect on deprecia- useful life of the item of the partnership’ss40,000. A selis its interest in PRS to T for its fair
tion deductions-(1) Reduced deduction recovery property. The portion of the demarket value of $40,000. Avalid election under sec-

. . i i idi@n 754 is in effect with respect to the sale of the
o transferee.._Except as pr_owded.ln para_fl,:ease that is re(-:o(;/?red n ??yt)r/]ear dlé“ggrtnership interest. Accordingly, PRS makes an ad-
graph (j)(4)(ii)(A)(2) of this section, the € FECOVEry period s equalto the produ Justment, pursuant to section 743(b), to decrease the
amount of the basis adjustment to an itelf— basis of partnership property. Under section 743(b),
of depreciable or amortizable property (1) The amount of the decrease to th@e amount of the adjustment is equal to ($30,000).

that is recovered in any year first deltem’s adjusted basis (determined as dfnder section 755, the entire adjustment is allocated

L . - inli to the property.
creases the transferee’s distributive shafB€ date of the transfer); multiplied by . .
of the partnership’s depreciation or amor- (&) A fraction, the numerator of which o O D e s 0on |

. . . transfer of the partnership interest was $60,000. In

tization deductions from that item of!S the portion of the adjusted ba_S'S_Of thE.ch of years 3 through 5, the partnership will real-

property for the year. If the amount of thétem recovered by th_e partnersh!p n thate depreciation deductions of $20,000 from the

basis adjustment recovered in any yeé’refdr' and the_ denomln_ator of which is th_eroperty. Thus, one third of the negative basis ad-

exceeds the transferee’s distributive sha?ﬁdJUSted basis of the item on the date gfstment ($10,000) will be recovered in each of
t

e > ransfer rmin rior n years 3 through 5. Consequently, T will be allocated
of the partnership’s depreciation or amor{—:1 d?Js?er?tsgdete ed prior to any basﬁ%’} tax purposes depreciation of $15,000 each year

tization deductions from the item of prop- ) Examoles. The brovisions of thi from the partnership and will recover $10,000 of its
erty, then the transferee’s distributive, () =8 (@) ar llustrated by there Seucin from e perineroni 1 soch saer 1
share of the partnership’s depreciation gf> 29'aP y thetion deduction from the parinership in each year IS

s ation deductions f her i ollowing examples: $5,000.
amortization deductions from other items Example 3.() A, B, and C are equal partners in

of partnership property is decreased. The Example 1.(i) A, B, and C are equal partners inpartnership PRS, which owns Asset 2, an item of de-
transferee then recognizes ordinary inrartnership PRS, which owns Asset 2, an item of dereciable property that has a fair market value that is
come to the extent of the excess, if any, @feciable property that has a fair market value that Isss than its adjusted tax basis. C sells its interest in
. . ess than its adjusted tax basis. C sells its interest RS to T while PRS has an election in effect under
the amoum of the basis adjustment reCQ\S_RS to T while PRS has an election in effect undesection 754. PRS, therefore, decreases the basis of
ered in any year over the transferee’s digection 754. PRS, therefore, decreases the basisAsset 2 with respect to T.
tributive share of the partnership’s depreAsset 2 with respect to T. (ii) Assume that in the year following the transfer
ciation or amortization deductions from (i) Assume that in the year following the transferof the partnership interest to T, T's distributive share
all items of property. of the partnershlp ’|nterest to T, Tg dIStI‘IbutI.Ve. sharef th_e partnership’s common basis depreciation de-
. . of the partnership’s common basis depreciation detuctions from Asset 2 is $500. PRS allocates no
(2) Election to reduce deduction Ofduc'[ions from Asset 2 is $1,000. Also assume thadther depreciation to T. Also assume that, under
other partners by excess adjustmefihe under paragraph (j)(4)(ii)(B) of this section, theparagraph (j)(4)(ii)(B) of this section, the amount of
partnership may elect to treat the amouminount of the basis adjustment that T recovers duthe negative basis adjustment that T recovers during
of the basis adjustment as an item of builttg the year is $500. The total amount of deprecighe year is $1,000. T will report $500 of ordinary in-
in gain, decreasing the amount of deprecﬁpn deductions from Asset 2 reported by T is equapome because the amqunt of the negative ba’3|s _ad-
. s 10 $500. justment recovered during the year exceeds T's dis-
ation or amortization that the partnership gyampie 2.(j) A and B form equal partnership tributive share of the partnership’s common basis
may allocate for tax purposes. This ele@RS. A contributes property with an adjusted basidepreciation deductions from Asset 2.
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Example 4. (i) A and B are equal partners in (k) Returns—(1) Statement of adjust- who has responsibility for federal income
Pa“”err]Sh'deR_SH PRE’ hgs Or:‘e]f_’eprjc'abf'e assettfgknts. A partnership that must adjust theax reporting by the partnership has
'tt purchased with cash. On the first day of a year, s of nartnership properties under sekrowledge of facts indicating that the
ransfers its interest to T at a time when the fair mar- )
ket value of the depreciable asset is $50 and its aON 743 must attach a statement to thgtatement is cle_arly erroneous.
justed tax basis is $200. The partnership has gnartnership return for the year of the (4) Partnership not required to make or
election in effect under section 754, resulting in aransfer setting forth the name and taxreport adjustments under section 743
$75 decrease in the basis of the depreciable asseljgyer jdentification number of the transuntil it has notice of the transfeA part-

T under section 743. feree as well as the computation of the adhership is not required to make the adjust-

(i) The depreciable asset has a remaining usefu? P . . P q, J
life of two years and is being recovered using thiStment and the partnership properties tments under section 743 (or any statement
straight-line method. The partnership elects, undavhich the adjustment has been allocatedor return relating to those adjustments)
paragraph (j)(4)(i))(A)) of this section, to treat the  (2) Requirement that transferee notifywith respect to any transfer until it has
decrease in basis under section 743 as an item r@Ewtnership—(i) Sale or exchangeA been notified of the transfer. For pur-
built-in gain, decreasing the amount of depreciatio f that . b | f thi i t hip i ti
that the partnership can allocate from $200 to s1o4ransferee that acquires, by sale or exposes of this section, a partnership is noti-
This reduces the amount of depreciation available ®§1aNnge, an interest in a partnership witfied of a transfer when either—
be allocated to the partners in each year from $1@n election under section 754 in effect, (i) The partnership receives the written
to $62.50. This election has no effect on the deprénust notify the partnership, in writing, notice from the transferee required under
ciation or amortization of the property on the booksyithin 30 days of the sale or exchange (oparagraph (k)(2) of this section; or
of the partnership. Therefore, the partnership will l by J 15 of th lend i) The t tt ¢ defined
recover $100 of depreciation on its books in eacH eartier, _y anuary 0 e ,Ca en, ar (i) e a,‘X matters partner (as define
year. year following the calendar year in whichunder section 6231(a)(7)) or any other

(iiiy At the end of the year, the partnership allothe sale or exchange occurred). The wripartner who has responsibility for federal
cates each partner $50 of depreciation for book puen notice to the partnership must includencome tax reporting by the partnership
poses. ‘Under the principles of section 704(), thghe names and addresses of both partiesttas knowledge that there has been a trans-
first $50 of tax depreciation is allocated to B. The ret-h I h the t idenfier of t hi int t
maining $12.50 of tax depreciation is allocated to T. . € _Sa € Oor exchange, the taxpayer | en_ rora partnership in ere_s ) .

fication numbers of the transferee and (if (5) Effect on partnership of the failure

(5) Depletion Where an adjustment isknown) of the transferor, the date of thef the transferee to complyf the trans-
made under section 743(b) to the basis ofansfer, and the amount of any moneferee fails to provide the partnership with
partnership property subject to depletiorand the fair market value of any othethe written notice required by paragraph
any depletion allowance is determinegbroperty delivered or to be delivered for(k)(2) of this section, the partnership must
separately for each partner, including théhe transferred interest in the partnershipattach a statement to its return in the year
transferee partner, based on the partner’s(ii) Transfer on deathA transferee that that the partnership is otherwise notified
interest in such property. See §1.702acquires, on the death of a partner, an iof the transfer. This statement must set
1(a)(8). terest in a partnership with an electiorforth the name and taxpayer identification

(6) Example. The provisions of para- under section 754 in effect, must notifjnumber (if known) of the transferee. In
graph (j)(5) of this section are illustratecthe partnership, in writing, within oneaddition, the following statement must be
by the following example: year of the death of the deceased partn@rominently displayed in capital letters on
Example. A, B, and C each contributes $5,000.The written notice to the partnership musthe first page of the partqershlps return
cash to form partnership PRS, which purchases Jinclude the names and addresses of tlfier such year, and on_the first page of any
property for $15,000. A, B, and C have equal interdeceased partner and the transferee, teehedule or information statement relat-
ests in capital and profits. C subsequently sells itaxpayer identification numbers of the deing to such transferee’s share of income,
partnership interest to T for $100,000 when the elegegased partner and the transferee, the datedits, deductions, etc.: “RETURN
tion under section 7541 in effect. T has a basis agi, \ypich the transferee became the own&ILED PURSUANT TO §1.743-
justment for the oil property of $95,000 (the differ- . . " . .
ence between T's basis, $100,000, and its share 8f the partnership interest, the fair market(k)(5).” The partnership will then be en-
the basis of partnership property, $5,000). Assuméalue of the partnership interest on the apitled to report the transferee’s share of
that the depletion allowance computed under thplicable date of valuation set forth in secpartnership items without adjustment to
percentatlﬁetmetl‘;]od V\;ould be sllsdzé,OOOtfgr (tjhte t;;(%%n 1014, and the manner in which theeflect the transferee’s basis adjustment in
year so that each partner wou e entitied to , . F . . 5
as its share of the deduction for depletion. Howeve?r%” market valu_e of the partnership |nterpartnersh|p property. If, foIIovylng the fil
under the cost depletion method, at an assumed r&@st Was dgtermmed. . . ing of a return pursuant to this paragrfaph
of 10 percent, the allowance with respect to T's one- (3) Reliance. In making the adjust- (k)(5), the transferee provides the applica-
third interest which has a basis to him of $100,00inents under section 743 and any statéle written notice to the partnership, the
ﬁ%%%gv pIILI:S 'tshbﬁs's adJéJStT”e,m OL $95,000) inent or return relating to such adjustpartnership must make such adjustments

000, although the cost depletion allowance W't.?nents under this section, a partnershias are necessary to adjust the basis of
respect to the one-third interest of A and B in the oi . . . )
property, each of which has a basis of $5,000, is on1@y ely on the written notice prowdedpartnersh_|p property (as of the date of t_he
$500. For partners A and B, the percentage depl®y a transferee pursuant to paragrapinansfer) in any amended return otherwise
tion is greater than cost depletion and each wik)(2) of this section to determine theto be filed by the partnership or in the
de‘#:cé $L'000 basedtoq tt?]e tperc‘f*”tage dtep'ett'ﬂ‘hnsferee’s basis in a partnership interestext annual partnership return of income
metnod. However, as fo 1, 'he Tansieree parier, e, o brevious sentence shall not apply io be regularly filed by the partnership.
cost depletion method results in a greater allowance . . !
and T will, therefore, deduct $10,000 based on codfi€ tax matters partner (as defined undéxt such time, the partnership must also

depletion. See section 613(a). section 6231(a)(7)) or any other partneprovide the transferee with such informa-
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tion as is necessary for the transferee to (f) * * * The rules contained in para- adjust the basis of partnership property
amend its prior returns to properly reflecgraphs (a)(2) and (3) of this section applynder the provisions of section 734(b) and
the adjustment under section 743. to transfers of partnership interests thatection 743(b) pursuant to the provisions
(I) Effective date.This section applies occur on or after the date final regulationsf this section. The basis adjustment is
to transfers of partnership interests thatre published in the Federal Register.  first allocated between the two classes of
occur on or after the date final regulations (9) * * * property described in section 755(b).
are published _in theederal _RegiSter' Example 1(i) Aand B are equal partners in per-These clagses of property Con.SiSt of—
Par. 6. Section 1.751-1 is amended bysonal service partnership PRS. B transfers its inter- (1) Capital assets and section 1231(b)

1. Revising paragraphs (a)(2) andstin PRS to T for $15,000 when PRS's balancBroperty (capital gain property); and
(a)(3) andExample Iof paragraph (g). sheet (reflecting a cash receipts and disbursements(2) Any other property of the partner-

2. Adding a sentence at the end of pardethod of accounting) is as follows: ship (ordinary income property). The
graph (f). ASSETS portion of the basis adjustment allocated
The addition and revisions read as fol- Adiusted  Market 10 €ach class is then allocated among the
lows: Basis Value items within the class. Adjustments under
Cash. ..o $3,000 $30005ection 743(b) are allocated under para-
81.751-1 Unrealized receivables and  Loans Receivable. . . .. ... 10,000  10,000graph (b) of this section. Adjustments
inventory items. Capital Assets .......... 7,000 5,000 ynder section 734(b) are allocated under
Unrealized receivables ... 0 14,000

0 paragraph (c) of this section.
(b) Adjustments under section 743(b)
LIABILITIES AND cAPITAL (1) Generally. In general, the allocation

(@) * * * Total. . ... 20,000 32,00
(2) Determination of gain or lossThe

income or loss realized by a partner upon Adjusted Market of the basis adjustment under section 743
the sale or exchange of its interest in sec- Per books Value petween the classes of property and
tion 751 property is the amount of inCOM&japilities ... ....... .. $2,000 $2,000among the items of property within each
or loss from section 751 property (includcapital: class are made based on the allocations of
ing any remedial allocation under A................. 9,000 150005c0me, gain, or loss (including remedial
§1.704-3(d)) that would have been allo- & -~ Soo0d 0 L allocations under §1.704-3(d)) that the
cated to the partner (to the extent attribut- """ """ ’ " transferee partner would receive (to the

able to the partnership interest sold or ex- (i) None of the assets owned by PRS is sectiogytent attributable to the acquired partner-

changed) if the partnership had sold all of04(c) property. The total amount realized by B i hip interest) if, immediately after the
i i . $16,000, consisting of the cash received, $15,000, ! e
its property in a fully taxable transaction fransfer of the partnership interest, all of

. . . , plus $1,000, B's share of the partnership liabilitie - -
|mmed|_ately prior to the partner S_tranSfe%ssumed by T. See section 752. B's undivided halthe partnership’s assets were disposed of
of the interest in the partnership. Anyinterest in the partnership property includes a halfn a fully taxable transaction for fair mar-
gain or loss recognized that is attributab@terest in the pgrtners_hip’s unreaIiZ(_ed ‘receivabl_e}@et value (the hypothetical transaction).
to section 751 property will be ordinary'tems- B’s basis for its partnership interest i . . . )
ol TE g.ﬁ Y bat t?]/$1o,ooo ($9,000, plus $1,000, B's share of parmesr'-he portion of the basis adjustment allo
gain orloss. 1he difierence between g, jiapiities). If section 751(a) did not apply to_CatEd to one class of property may be an
amount of capital gain or loss that thene sale, B would recognize $6,000 of capital gaitncrease while the portion allocated to the
partner would realize in the absence dfom the sale of the interest in PRS. However, se@ther class is a decrease. This would be
section 751 and the amount of ordinar?on__75#(§)RdS°eSI§pfl’l'y ]EO_ the sale. 61 _ the case even though the total amount of
income or loss determined under this (" sold all ot its section 751 property Ny, ya5ig adjustment is zero. The portion
. , . a fully taxable transaction immediately prior to the . .
paragraph (@)(2) is the tran;ferors capltgpansfer of B's partnership interest to T, B Wou|d_of the basis adjus'trr'lent allocated to one
gain or loss on the sale of its partnershigave been allocated $7,000 of ordinary income froifem of property within a class may be an
interest. the sale of PRS's unrealized receivables. Thereforicrease while the portion allocated to an-
(3) Statement requiredA partner sell- SBp‘éV'C”t rticg]%”'jﬁrz;ggg Cr’;gé?\;zglré’s'”??:("’ivf'ftgr;i'c%ther is a decrease. This would be the
!ng or eXChang'”g any part of an '.mere%etween the amount of capital gain or loss that theS€ EVEN though the basis adjustment al-
in a partnership that has any section 75Jartner would realize in the absence of section 759cated to the class is zero.
property at the time of sale or exchangé6,000) and the amount of ordinary income or loss (2) Allocations between classes of
must submit with its income tax return fordetermined under paragraph (a)(2) of this sectioproperty—(i) In general The amount of

: . $7,000) is the transferor’s capital gain or loss on thﬁhe basis adiustment allocated to the class
the taxable year in which the sale or e sale of its partnership interest. In this case, B will :

change occurs a statement setting forfRcognize a $1,000 capital loss. of ordinary income property is equal to

separately the following information— the total amount of income, gain, or loss
(|) The date of the sale or exchange; * ok ok k% (inClUding any remedial allocations under
i i . ) ] ] 81.704-3(d)) that would be allocated to
(i) "he amount of any gain or 105s at py; 7. section 1.755-1 is revised he transfc(ert)e)e (to the extent attributable to

tributable to the section 751 property; an . ! AL
(iii) The amount of any gain or loss at_?ead as follows: the acquired partnership interest) from the

tributable to capital gain or loss on thes1.755-1 Rules for allocation of basis. Sal€ of &ll ordinary income property in the
sale of the partnership interest. hypothetical transaction. The amount of
(a) Generally. A partnership that has anthe basis adjustment to capital gain prop-

FoEOF xR election in effect under section 754 muserty is equal to—
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(A) The total amount of the basis ad- Example 2. (i) A and B form equal partnership under §1.704-3(d)) that would be allo-
justment under section 743; less PRS. A a”dh_B each Cont”b}:‘te $k0°° Ci‘sg whicBated to the transferee (to the extent at-
(B) The amount of the basis adjustmertfeEf‘i‘rmerS Ip uses to purchase Assets 1, 2, 3, ?ﬁ’ﬂ)utable to the acquired partnership in-
. . . er a year, A sells its partnership interest to .
allocated to ordinary income property g1 000" Ts basis adjustment under section 74€7€st) from the hypothetical sale of the
under the preceding sentence; provideg, zero. item; minus
however, that in no event may the amount (ii) Immediately after the transfer of the partner- (B) The product of—

of any decrease in basis allocated to capitdlip interest to T, the adjusted basis and fair market (1) The total amount of gain or loss (in-

gain property exceed the partnership’§2ue of PRS's assets are as follows: cluding any remedial allocations under
basis (or in the case of property subject to Assets §1.704-3(d)) that would be allocated to
the remedial allocation method, the trans- Adjusted Market the transferee (to the extent attributable to
feree’s share of any remedial loss under Basis Value  the acquired partnership interest) from the
§1.704-3(d) from the hypothetical transacQA""spsiLat'fai” Property: 5500 _sohypothetical sale of all items of capital
:ir?r? indcapital gz_iinbpro_perltly. I? ;[jh(ta ever_n:Alssetz T e 500 9ain proEerty, n:jinus the amollfnt of th(?
at a decrease In basis allocated to capita positive basis adjustment to all items o
gain property would otherwise exceed th@rdinary Income Property: capital gain property or plus the amount
partnership’s basis in capi'tal gain property,gzzgi R $ ggg 5§02500f _the negative bas_is_adjustment to capital
the excess must be applied to reduce the™ " =~ 2000 $2,00092IN property; multiplied by .
basis of ordinary income property. (2) A fraction, the numerator of which

(i) Examples. The provisions of this (i) If, immediately after the transfer of the part-ij5 the fair market value of the item of

paragraph (b)(2) are illustrated by the folpership interest to T, P_RS sold.all of its assets in Broperty to the partnership and the de-
lowing example: fully taxable transaction at fair market value, T . f which is th | fai K
’ would be allocated a loss of $125 from the sale cﬁ’ommator of which is the t0t6} ,a": market

Example 1 (i) A and B form equal partnership the ordinary income property. Thus, the amount oralue of all of the partnership’s items of

PRS. A contributes $50,000 and Asset 1, a capitifle basis adjustment to ordinary income property isapital gain property.

asset with a fair market value of $50,000 and an a®125). The amount of the basis adjustment to capi- (jij) Examples. The provisions of this

justed tax basis of $25,000. B contributes $100,0082! gain property is $125 (zero, the amount of th aragraph (b)(3) are illustrated by the fol-

PRS uses the cash to purchase Assets 2, 3, and?@sis adjustment under section 743, less ($12 wina example:

After a year, A sells its interest in PRS to T foramount of the basis adjustment allocated to ordina 9 pie:

$120,00(r)]: At :)he .tin?e of the trar?sfer, As shar;;;f gg)%‘come property). Example 1.(i) Assume the same facts as Exam-

partnership’s basis in partnership assets is $75,000. . o . ple 1 in paragraph (b)(2)(ii) of this section. Of the

Thefefore, T Tece“’es a $45,000 basis adjustment. . (3) A!Iocatlon within the Class_(l) Or- $45,000 basis adjustment, $46,250 was allocated to
_(u)_ Immediately after t_he transfe_r of the partner-dlnary |.ncon.1e property.The e}mount of capital gain property. The amount allocated to ordi-

ship interest tyo T, the adjusted basis and fair markghe hasis adjustment to each item of proprry income property was ($1,250).

value of PRS's assets are as follows: erty within the class of ordinary income (i) Asset 1is a capital gain asset, and T would be

property is equa| to— allocated $37,500 from the sale of Asset 1 in the hy-

Assets pothetical transaction. Therefore, the amount of the

Adjus'ted Market (A) .The ?mount of mcqme’ gam-, Oradjustment to Asset 1 is $37,500.

. ) Basis Value  loss (mCIUdmg any remedial allocations (iii) Asset 2 is a capital gain asset, and T would
C:Sps'teatlleam Property: $25000 $75 ooounder §1.704-3(d)) that would be allobe allocated $8,750 from the sale of Asset 2 in the
Asset2 T 00000 117’500cated to the transferee (to the extent aﬂiypothetical transaction. Therefore, the amount of

' " tributable to the acquired partnership inthe adjustment to Asset 2 is $8,750.

Ordinary Income Property: terest) from the hypothetical sale of the (V) Asset 3 is ordinary income property, and T
Asset3 . ... $ 40,000 $ 45,00Gtem; reduced by yvould be aIIocatgd $2,500 from the sale of Asset 3
Assetd . ... 10.000 2500 ! in the hypothetical transaction. Therefore, the

Total T $175.000  $240,000 (B) The product of— amount of the adjustment to Asset 3 is $2,500.

(1) Any decrease to the amount of the (v) Asset 4 is ordinary income property, and T
(iii) If PRS sold all of its assets in a fully taxableD@Sis adjustment to ordinary income propwould be allocated ($3,750) from the sale of Asset 4

transaction at fair market value immediately afteerty required pursuant to the last sentend@ the thﬁpt‘;theglcal trar;stac:ion.t 4Th?é§f$;85 the
the transfer of the partnership interest to T, the tot i i ion: _amount of the adjustment (0 ASSet 4 1S (v, 15U).
f paragraph (b)(2)(l) of this section; mul Example 2.(i) Assume the same facts as Exam-

& el 1 §46,250 (525,000 ssction 704(0 multPIed BY _ple L in paragraph (B)(2)(i) of this section, except
gain from Asset 1, plus fifty percent of the $42,500 (2) A fraction, the numerator of which that A sold its interest in PRS to T for $110,000
appreciation in capital gain property). T would alsdS the fair market value Qf the item ofrather than $120,000. T therefore, receives a basis
be allocated a $1,250 ordinary loss from the sale g@iroperty to the partnership and the deadjustment under section 743 of $35,000. Of the
the ordinary income property. ‘nominator of which is the total fair markeﬁ?jhoaors it:é?:q :?fosgg‘g‘téé?é‘zo;;g ?S"c;ﬁitfa‘ief
ancgzla)ltzgioar:r%?:;rzf itnhceoraisﬁrss:aurts;r?se r:qt:;t (Jalue of all of the partnership’s items ofg capital gain property. ’
($1,250) (the amount of the loss allocated to T fronQrdlllnary Income property. (ii) Asset 3 is ordinary income property, and T
the hypothetical sale of the ordinary income prop- (i) Capital gain property. The amount would be allocated $2,500 from the sale of Asset 3
erty). _ _ . of the basis adjustment to each item of the hypotheti.cal transaction. Therefore, the
ot e o S ronr o oot o a6 e TPy within the class of capital gairP ™, 2 e T e and T
. iii) Asset 4 is ordi [ r :
((t)r?f: zmo(zjr?ta E:‘ étlhgat;r;sr?;oggjru);tﬁeer?tl,@$450,000,, le erperty IS equal to— . . would be allocated ($3,YgO) from thpe SZIe gf Asset 4
($1,250), the amount of loss allocated to T from the (A) .The ".imount of INCOMe, gain, Ofip the hypothetical transaction. Therefore, the
hypothetical sale of the ordinary income property). l0ss (including any remedial allocationsamount of the adjustment to Asset 4 is ($3,750).
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(iv) Asset 1 is a capital gain asset, and T woulgnust be allocated first to properties witrship has an election in effect under section 754.
be allocated $37,500 from the sale of Asset 1 in thgnrealized appreciation in proportion tdf\fter five years, the adjusted basis and fair market
hypothetical transaction. Asset 2 is a capital gai value of PRS’s assets are as follows:

asset, and T would be allocated $8,750 from the saﬁbe”’ respective amounts of unrealized ap-

of Asset 2 in the hypothetical transaction. The totdPf€Clation before such increase (but Pnly  Assets
amount of gain that would be allocated to T from thd0 the extent of each property’s unrealized Adjusted Market
sale of the capital gain assets in the hypotheticalppreciation). Any remaining increase Basis Value

transaction is $46,250, which exceeds the amount gf st be allocated among the propertie apital Gain Property:

the basis adjustment allocated to capital gain ProRsithin the class in proportion to their fair ssetl.............. $25,000 $ 75,000
erty. The amount of the adjustment to Asset 1 is Asset2.............. 100,000 117,500
$33,604 (the sum of $37,500, less $3,896 ($10,0000arket values. Asset3.............. 50,000 60,000
X $75,000/192,500)). The amount of the basis ad- (i) Decreases.If there is a decrease in rdinary Income Propert:

justment to Asset 2 is $2,646 (the sum of $8,75(asis to be allocated within a class, th8Asset4 .............. $40000  $ 45,000

less $6,104 ($10,008 $117,500/192,500)). decrease must be allocated first to properaeears 50000 60.000

(c) Adjustments under section 734¢b) ties with unrealized depreciation in pro-asset6.............. 10.000  2.500
(1) Allocations between classes of prOIC)portion to their respective amounts of un- Total ............. $275,000  $360,000

erty—(i) General rule. Where there is a :jeallzed (getprenflattloﬂl’: b)e(IOr:te fSUCh (i) Allocation between classesAssume that
distribution of partnership property result->c¢ ea}[s,e (bu OI' ydod c e f. 0 za%s_distfibutes Assets 3 and 5 to Ain complete lig-
ing in an adjustment to the basis of undiroperty’s unrealized deprecia ion).  Anidation of A interest in the partnership. As basis

. . remaining decrease must be allocateidthe partnership interest was $75,000. The partner-
tributed partnership property under sec- ) e . o i
tion 73£(b)(1)(B)p (E)r (pb)()2/)(B) the among the properties within the class jghip’s basis in Assets 3 and 5 was $50,000 each. As

. g ; ; ; 75,000 basis in its partnership interest is allocated
adjustment must be allocated to remaerrOportlon to their adjusted bases (as a

ted under th di t etween Assets 3 and 5 under sections 732(b) and
ing partnership property of a charactelt!St€0 UNCET the preceding sen ence). (c). A will, therefore, have a basis of $37,500 in

similar to that of the distributed property (3) Limitation in_ decrease_: of basis.each of Assets 3 and 5. The distribution results in a

with respect to which the adjustmenwhere a decrease in the basis of partne§t2,500 increase in the basis of both capital gain
. i i i jopfoperty and ordinary income property.

arose. Thus, when the partnership’s a hip assets is required under sectiopioperty rdinary | property. _

. ] S ) - 734(b)(2) and the amount of the decrease (iii) Allocation within classes-(A) Capital gain

justed basis of distributed capital gain

. . roperty. The amount of the basis increase to capital
property immediately prior to distribution expee?s the adju?tid baS|§ todthﬁ partnggm property is $12,500, and must be allocated
exceeds the basis of the property to th Ipbo Propfrty ?1 the reth”_e Cdarac(;[et'émong the remaining capital gain assets in propor-
distributee partner (as determined undé € Paslis Ol such property IS reduced Uuwmn to the dlﬁgrence between the value and baS|s'of

. . ... zero (but not below zero). each. The fair market value of Asset 1 exceeds its
section 732), the basis of the undistrib- : . basis by $50,000. The fair market value of Asset 2

; ; . .. (4) Carryover adjustment.Where, in Y $59,000. _

uted capital gain property remaining in e case of a distribution. an increase 0rexceeds its basis by $17,500. Therefore, the basis of
the partnership is increased by an amou in the basi ' f undistribut Abset 1 will be increased by $9,260 ($12,500, multi-
equal to the excess. Conversely, when t recrerzzmse ':n ti gf'g Ob undis :Ih u eE'ltied by $50,000, divided by $67,500), and the basis
basis to the distributee partner (as dete‘ip‘)-e ?gﬁi yo(\:/sns ?10 ero aer? o?‘ct?]léS(?harilgti:;! uﬁj; t dzb)‘,"’g'l;) zdgcgﬁ’ﬁzgg Sj;éégg)@lz’soo
mined under section 732) of distributed’ P property L o

) : equired to be adjusted, or because the (B) Ordinary income property.The amount of
capital gain property exceeds the partne|- q : e basis increase to ordinary income property is

ship's adjusted basis of such property imﬁa&s of all the property of a like charactef

b d d he adi 12,500, and must be allocated among the remain-
mediately prior to the distribution, the. as been reduced to zero, the adjustmehy orinary income assets in proportion to the dif-
basis of the undistributed capital gaiﬁ

s made when the partnership subs@erence between the value and basis of each. Be-
. in th hi .Squently acquires property of a like characsause the basis of Asset 6 exceeds its fair market
property remaining in the partnership | g?r to which an adjustment can be made.alue, no part of the basis adjustment will be allo-
decreased by an amount equal to such € "(5) Goodwill. The application of the °2ted 10 Asset 6. The fair market value of Asset 4,
cess. Similarly, where there is a distribu- | ith ' 1 thpp locati ¢ $45,000, exceeds its basis, $40,000, by $5,000. Be-
tion of ordinary income property, and théljjissmentr?r?pbeacsisounge? t?\?: |c;r;ao r:&guse the partnership owns no other ordinary in-
basis of the property to the distribute ) _ : p_ g me property that has a value in excess of its basis,
partner (as determined under section 73 ) requires that a portion of the adjustmeribe entire basis adjustment will be allocated to Asset
is not the same as the partnership’s ad- . . S
justed basis of the property immediatel xtent that goodwil exists and_ |s_reflect<_ad (d) Effective date.This section applies
. o . . In the value of the property distributed i Lo
prior to distribution, the adjustment is d ith the diff bet "o transfers of partnership interests and
made only to undistributed property of th§ceoraance wi € diierence DEeWeeHisiributions of property from a partner-
L . such value of the goodwill and its adjusted, . '
same class remaining in the partnershlp.b is at the ti  the distributi hip that occur on or after the date final
(i) Special rule.Where there is a dis- asblsg an?n :Zﬁh?a fol(lao |_snr| ; ';I:]' el regulations are published in the Federal
tribution resulting in an adjustment unde‘us(trl\texs thil?s .ara a hW'C@_' xampie | Register.
section 734(b)(1)(A) or (b)(2)(A) to the paragraph (c): Par. 8. Section 1.1017-1 as proposed
basis of undistributed partnership prop- Example (i) A, B, and C form equal partnershipto be revised at 62 F.R. 958, January 7,
erty, the adjustment is allocated only t&°RS. A contributes $50,000 and Asset 1, capite1997, is amended by:
capital gain property. gain property with a fair market value of $50,000 1. Revising paragraph (f)(Z)(iV).
2) All tions within th | i and an adjusted tax basis of $25,000. B and C each2 Addin raaraph 2\(v
( ) ocations X . ec as;es() . contributes $100,000. PRS uses the cash to pur- —° _g_ paragrap (f)( )( )
Increases. If there is an increase in basighase Assets 2, 3, 4, 5, and 6. None of the partner- 1€ addition and revision read as fol-
to be allocated within a class, the increas@ip's assets are section 751 property. The partnd®Bws:
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§1.1017-1 Basisreductions following a adjustment to the basis of partnersh
discharge of indebtedness. property under section 743, providec
howeve, that the election in §1.743-1(j)-
(@ (i)(A)(2) is not available The follow-

(F) *** ing example illustrates this paragrap

(2) *** H@2)(v):

(IV) Partne’s shae of partnershlp Example (i) A, B, and C are equal partners ir
basis—(A) In general For purposes of partnership PRS, which owns (among other thing
this paragraph (f), a partnmés proportion- Asset 1, an item of depreciable property with a ba:
ate share of the partnershgpbasis in de- of $30,000 As basis in its partnership interest is

preciable property (or depreciable rea5‘;20,000. Under the terms of the partnership agre
. | h f ment A's share of the depreciation deductions fror
prOPerty) Is equal to the sum of— Asset 1 over its remaining useful life will be

(1) The partne’s section 743(b) basis$10,000. Under section 101& requests, and PRS
adjustments to items of partnership depregrees to decrease the basfsAsset 1 with respect

ciable property (or depreciable real proptoAby $10,000. ‘ _ _
erty)' and (i) In the year following the reduction of basis

2 Th basis d iation d under section 1017, PRS amends its partners}
( ) € common basis depreciation eé\greement to provide that items of depreciation a

ductions (but not including remedial allo-loss fran Asset 1 will be allocated equally betweer
cations of depreciation deductions undes and C. In that yeaAs distributive share of the
§1.704-3(d)) that, under the terms of theartnerships common basis depreciation dedgctior
pected to be allocated to the partner ov ent tha A recovers during the year is $1,00&
the propertys remaining useful lite The  will report $1,000 of ordinary income becau's
assumptions made by a partnership in déistributive share of the partnershipcommon basis
termining the reasonably expected a"océl__epreciation deductions froAsset 1 ($0) is indfir
tion of depreciation deductions must b@'e_m to dfset the amount of the section 1017 bas
. adjustment recoveredyl& during the year ($1,000).
consistent for each partne For example, (iii) In the following yea, PRS sedl Asset 1 for
a partnership may not treat the same d@15,000 and recognizes a $12,000 loEhis loss is
preciation deductions as being reasonab#flocated equally between B and Cdais share of
expected by more than one parme [ 0 e e iAenn
(B)_EffeCtl_ve date T!’]IS paragraph ($9,000) Awill repc?rt $9,000 of ordinary incéme.
(H(2)(iv) applies to elections made under
sections 108(b)(5) and 108(c) on or after (D) Effective date This paragraph
the date the regulations are published &§(2)(v) applies to elections made unde
final regulations in the Federal Registe sections 108(b)(5) and 108(c) on or aft
(v) Treatment of basiseductior—(A) the date the regulations are published
Basis adjustmentThe amount of the re- final regulations in the Federal Registe
duction to the basis of depreciable par
nership property constitutes an adjust-
ment to the basis of partnership property
with respect to the partner gnl No ad-
justment is made to the common basis of
partnership propest Thus, for purposes
of income, deduction, gain, loss, and diSriled by the dfice of the Federal Register on
tribution, the partner will have a speciabanuary 28, 1998, 8:45 a.m., and published in t
basis for those partnership properties t.Hng(.";zhoeg)Federa' Register for January 29, 19
bases of which are adjusted under section
1017 and this section.
(B) Recovery of adjustments to basis of
partnership poperty. Adjustments to the
basis of partnership property under this
section are recovered in the manner de-
scribed in 81.743-1.
(C) Effect of basisreduction Adjust-
ments to the basis of partnership property
under this section are treated in the same
manner and have the same effect as an

* * * * *

* * * * *

Michael P. Dolan,
Deputy Commissioner of
Internal Revenue.




